
Reducing Inequality for 
Shared Growth in China 

Strategy and Policy Options for 
Guangdong Province 



THE WORLD BANK 



Reducing Inequality for Shared 
Growth in China 



Reducing Inequality for 
Shared Growth in China 

Strategy and Policy Options for 
Guangdong Province 



m 

THE WORLD BANK 
Washington, D.C. 



© 201 1 The International Bank for Reconstruction and Development / The World Bank 
1818 H Street NW 
Washington DC 20433 
Telephone: 202-473-1000 
Internet: www.worldbank.org 

All rights reserved 

1 2 3 4 13 12 11 10 

This volume is a product of the staff of the International Bank for Reconstruction and 
Development / The World Bank. The findings, interpretations, and conclusions expressed in this 
volume do not necessarily reflect the views of the Executive Directors of The World Bank or the 
governments they represent. 

The World Bank does not guarantee the accuracy of the data included in this work. The bound- 
aries, colors, denominations, and other information shown on any map in this work do not imply 
any judgement on the part of The World Bank concerning the legal status of any territory or the 
endorsement or acceptance of such boundaries. 

Rights and Permissions 

The material in this publication is copyrighted. Copying and/or transmitting portions or all of 
this work without permission may be a violation of applicable law. The International Bank for 
Reconstruction and Development / The World Bank encourages dissemination of its work and 
will normally grant permission to reproduce portions of the work promptly. 

For permission to photocopy or reprint any part of this work, please send a request with com- 
plete information to the Copyright Clearance Center Inc., 222 Rosewood Drive, Danvers, MA 
01923, USA; telephone: 978-750-8400; fax: 978-750-4470; Internet: www.copyright.com. 

All other queries on rights and licenses, including subsidiary rights, should be addressed to the 
Office of the Publisher, The World Bank, 1818 H Street NW, Washington, DC 20433, USA; 
fax: 202-522-2422; e-mail: pubrights@worldbank.org. 

ISBN: 978-0-8213-8484-8 

elSBN: 978-0-8213-8501-2 

DOI: 10.1596/978-0-8213-8484-8 

Library of Congress Cataloging-in-Publication Data 

Reducing inequality for shared growth in China : strategy and policy options for Guangdong 
province, 
p. cm. 

Includes bibliographical references and index. 

ISBN 978-0-8213-8484-8 — ISBN 978-0-8213-8501-2 [electronic) 

1. Guangdong Sheng [China) — Social conditions — 21st century. 2. Guangdong Sheng 
[China) — Social policy. 3. Guangdong Sheng [China) — Social planning. 4. City planning — 
China — Guangdong Sheng. 5. Education — China — Guangdong Sheng. 6. Social change — 
China — Guangdong Sheng. 7. Guangdong Sheng [China) — Politics and government — 21st 
century. I. World Bank. 

HN740.G83R43 2010 

307.3'4095127— dc22 

2010030042 



Cover photo: Panorama Media Limited 
Cover design: Naylor Design, Washington, DC 



Contents 



Foreword by Wang Yang xvii 

Foreword by James W. Adams xxiii 

Acknowledgments xxvii 

Abbreviations xxix 



Overview 


1 


Background of Guangdong Province 


3 


The Challenge of Inequality in Guangdong 


4 


Reducing Inequality with Spatially Unbalanced 




Growth 


10 


Reducing Inequality: A Three-Pillar Strategy 


12 


Eliminating Absolute Poverty through the 




Dibao System 


15 


Boosting Rural Income by Giving People 




Opportunities 


18 


Investing in People through More 




Equitable Service Delivery 


29 


Conclusion 


39 


Notes 


41 


References 


42 



V 



vi Contents 



Chapter 1 Understanding Poverty and Inequality 

in Guangdong 45 

Measuring Poverty in Guangdong 49 

The Current Poverty Situation in Guangdong 53 

Profile of the Poor 62 

Inequality in Guangdong 65 

Summary and Policy Implications 74 

Notes 76 

References 76 

Chapter 2 Supporting the Poor through Rural Dibao 79 

How to Evaluate a Social Assistance Program 81 
Evolution and Main Policy Features of Rural 

Dibao in Guangdong 83 
Challenges Faced by the Dibao Program 

in Guangdong 86 
Building a Dibao Program for the Future: 

Policy Recommendations 98 

Notes 102 

References 102 

Chapter 3 Developing an Efficient and Integrated 

Labor Market in Guangdong Province 103 

Labor Market Overview 106 

Barriers to a Mobile and Flexible Labor Market 116 

Policy Implications 1 20 

Notes 124 

References 1 24 

Chapter 4 Making Finance Work in Reducing Inequality 

and Poverty in Guangdong 127 

The Current Situation 131 

Issues and Problems 147 
Conclusions and Summary of Recommendations 157 
Annex 4.1 Comparison of the Regulation 
Framework for Commercial Banks and 

Rural Financial Institutions, 2008 1 62 
Annex 4.2 Different Requirements for 
Microloan Companies by Central versus 

Local Authorities 1 64 



Contents vii 



Annex 4.3 Innovative MSE Lending Project 

in China 168 

Annex 4.4 Mutual Societies in Poor Villages 1 70 

Notes 171 

References 171 

Chapter 5 Guangdong: Reforming Land Policy for 
Better Rights Protection and a Healthier 

Development Pattern 173 

A New Platform for Pursuing Bolder Innovations 1 74 

Conclusions 1 90 

Notes 192 

References 1 92 

Chapter 6 Spending for Compulsory Education 

in Guangdong 193 

Key Outcome Gaps in Compulsory Education 195 
Spending Gaps in Compulsory Education and the 

New Free Compulsory Education Scheme 204 

Conclusions and Policy Implications 235 
Annex 6.1: Outcome Indicators in 

Guangdong Province 244 
Annex 6.2: Spending Indicators in 

Guangdong Province 247 

Notes 259 

References 260 

Chapter 7 Skills Development in Guangdong Province 261 

Preparing for Change 264 

Meeting the Challenge for Skills Development 274 

Annex 7.1: Tables 287 
Annex 7.2: Rural and Urban Household Surveys 296 

Notes 299 

References 300 

Chapter 8 Reducing Regional Disparities in Health 

Services in Guangdong Province: Challenges 

and Options 303 

The Challenge of Inequality and 

Regional Disparities 305 



viii Contents 



Resource Mobilization and Allocation 314 

Summary and Recommendations 320 
Improvement of the Efficiency and Equity of 

Health Protection Schemes 321 
Strengthening of Health Services Delivery 

Capacity in the Lagging Areas 332 
Issues Needing Further Attention and 

Suggestions for Further Study 340 

Notes 341 

References 342 

Index 343 

Boxes 

1 . 1 Guangdong Rural and Urban Household 

Survey Data 48 

1.2 Measuring the Incidence, Depth, and Severity 

of Poverty 54 

1.3 Measuring Inequality 66 
3.1 Measuring Inequality 105 

4.1 Understanding Finance 128 

4.2 The Financial Crisis Legacy in Guangdong 135 

4.3 The Microlending Experiments by China 

Postal Savings 147 

5.1 Vietnam: Land Policy Reforms and National 

Land Registration Program 177 

5.2 Transferable Development Rights (TDRs) 181 

5.3 The Case of Atlanta 184 

5.4 Smart Growth 185 

5.5 Property Tax as Good Local Tax 189 
6.1 Examples of Funding Formulas in Central America 240 

8.1 MA Pilot in the Yubei District of 

Chongqing Municipality 331 

8.2 Practice on Retention of Rural Health Workers 338 

Map 

0. 1 The Four Regions of Guangdong Province 3 
Figures 

1.1 Comparison of GDP and Per Capita GDP across 

China's Provinces, 2007 46 



Contents ix 



1.2 


GDP of rTiianpnonp and Fast Asian NpwIv Tndnstriali7pd 

V 1 1 7 X Ul V 1 L4.0.XX tl Cl 1 1 L-l J_j do L ± Lolull X \ V_. VV X y 111^.1 11 J L.X 1 C< 1 1 / ^ L L_l 






Fponomips 7007 


46 


1.3 


Per Capita GDP of Guangdong and East Asian 






l\fp\Anu Tnni'isi~i~iali7Pn Fpnnnmips 7007 

1 N V„ VV 1 V XXXLJ.L4.J L.1 IuIIZjLLI IjUJllUllllLJ, £_UU / 


47 


1.4 


Ratio of Rural ann t Jrhan Tnpomps ann Ppr Canita GOP 


48 


1.5 


Comnarison of Mational Povprtv T inps 

V_> Will yj dX loUll Ul 1 \ Cl LlWllul X U VL1 Ly 1 j l 1 1 V . i 


52 


1.6 


Urban and Rural Income Distribution in 






Guangdong, 2007 


56 


1.7 


Sensitivitv to the Povertv T ine in I Jrhan and Rural 

L/v-llJl L.X VlLy L-LJ L.X XL, X U V LI ly Xjlllv. XXX v_> X U CXLL CI 1 1 LJ- 1VU.1 <_1 1 






Gnanp'nonp' 7007 

V 1 U-ClXXcl UW11 CL t ^UU 1 


57 


1.8 


Rural Income and Consumption Growth in Guangdong 






bv Ouintile 700S-07 

u y v»/ laxxx l.xxl_, \j i 


60 


1.9 


Comnarison of Gini Indexes of Income Tnennalitv 7007 

V_> Will yj C\ 1 ljUll Ul V_ J XI XX 111 L-l V_ . j\ V_ . k ? Ul lll^Wlllv. lll^U L4.CIXX L- y < U U / 


67 


1.10 


TrpTins in Rural-! Trnan Tjisriari 1~v* (riiancrnnnLT ann Inina 

XXL^llLAo XXX XVLAldX WlUOll J /UUallLy . V_l L4.a.lXfciLJ.UXXii C\ 1 1 L-l V_^XlXlltl 


68 


1.11 


Lorenz Curves for Per Capita Rural and Urban 






In pomp 7007 

111LW111L. £—\J\Jl 


69 


1.12 


Regional Income Disparity in Guangdong and 






China 1998-2007 

v_>x ixx x ci t x ^7 k_j _ \_j u / 


69 


1.13 


Distribution of Regional Population and Economic 






Activities in Guangdong, 2007 


70 


1.14 


T Trnan-Riiral T)ist~rinii1~inn of Pnni ila1~inn ann Frnnnmir 

Vl Uall 1 \ LI 1 Ci 1 J /ijLllUULlWll Ul X WUUlallWll Ci 1 1 L_l X_jL_UXXUX1XXL_ 






A p1~ivi1~ips in (t1 ian crnnn cr 7007 

1 1L,L1V1L1Lo XXX VJ U-*XXXiiLJ.UXXii, £—\J\JI 


71 


1.15 


Inrnmp lippnTTrrnnsirinn nf Pnnlpn Rural ann T Trnan 

XXXL_UX1XL_- J 'LLUlllUWolUUll Ul X WW1L.U. XV LAX *XX CXXXLA LJ1 Uall 






Households in Guangdong, 2007 


72 


1.16 


Sonrpps of T Jrhan-Rnral Tnpomp Disnarirv 

k_J U LAX V_ v . .J Ul v_> 1 I ' CXLL XV LAX c\ 1 111L.W111L, 1 7 lo L-/ ell ILy 


73 


1.17 


County-Level Income Inequality Decomposition in 






Guangdong, 1998-2007 


74 


2.1 


Regional Differences in Rural Dibcio Coverage 


87 


2.2 


Correlation between Y)in(io Standards and 

V_> Ul 1 Liu L1W11 1 7 LL VV LL11 X— X tl/ti-ly <J LdllLiul LiJ ullLl 






Fconomip Strpnpth Splpptpd Conntips 

1jL.W11W1111L. v_J L-X L-XX CL L-X X , L/L-1L V_ L L L-l L ' LAAX L1LJ 


89 


2.3 


Distribution of Rural T^in/in Rppinipnts apross Tnpomp 

J * lo L-A 1U LA L1U11 Ul X V LAX C\ 1 L~s t-\s v/v\J ILL L.1L/1L.11 LO uLl Uj J 111L.W111L. 






Ouintiles 2007 

V^/ L4.111 LlltTo, L—\J\J 1 


91 


2.4 


Rural Dibcio Expenditure in Guangdong 






in innrrnarisnn \Aritn Otnpr Prnvinpps 7007 

XXX L^LllllUalloUll VV XL-X1 L/L11L1 X 1 UVlllLLj i_UU / 


94 


2.5 


Financing of Rural Dibcio by the Provincial and Local 






Governments 


96 


3.1 


Rural Household Income in Guangdong by 






Source, 2007 


104 


3.2 


Income Inequalities and Share of Labor 






Income, 2007 


105 


3.3 


Employment by Sector in Guangdong 


107 



x Contents 



3.4 


I abor Allocation 2005 and 2007 


108 


3.5 


Rppional FmrHovmpnt Structure 7000 ann 700S 

1 v V_ . cl 1 V. 7 1 I Ci 1 I j I I I L/1W y A 11 V.11 L i^J LI LI V. C l_ 1 1 V. T ^ V V V Ci 1 1 V_L i_ V V i_/ 


116 


3.6 


Avprapp* K/Tinimnm Wapp Standards in niianpnonp 

J VV V^l uilv. J. V AAA AAA 11 Lil 11 V t u CL ^ CC1 1 1 K-l CI 1 Liu 111 V 1 Lldll il LA. Vll CL 






ann in i n a 

CI 1 1 KJL \ — .-11111CI 


119 


4.1 


T /D R aTio nf Financial Tn , sTiTiiTion , y in T Trnan ann 

1j/ J / IVaLlU Ul 1 lllclllVlCll llloLALLALAWllo 111 W 1 VClll C111V4 






Rural Areas 2007 

IV Lil CXI J 1.1 V cl J, « v v / 


132 


4.2 


T /D R a1~io ot Splpr1"pn Financial Tn«iTiTiiTion«5 700~7 

1j/ J ' IVcALAV VI V.1V. V. LV. VI 1 11 1 CI 1 1 V 1 Cl 1 Alio LA LLA LIVllO, i_VV / 


133 


4.3 


rvPT Ra1~io nf Financial Tn<;TiTiiTion<; 700Y 

IMA 1 -i Iva LIU VI 1 lllClllVltll Alio LALLA LI VllO, £—\J\JI 


134 


4.4 


NP1 Ratio of Five 1 arpest Ranks ARC anrl 

IMA 1 i 1 V Cl LAV Ul A A V V. 1 > Cl 1 cL V.O L 1 7 dAlAVO- J V 1 7 V_>, Cl 1 1 \—V 






RCC, 2007 


134 


4.5 


Rural Households with Access to Bank Loans 2007 


137 


4.6 


Rural Honspholds with Arrpss to Informal 

A V LAI Ul A A V LljLllUlLliJ V V 1 LI 1 J lLLLJJ LU 1111 Wl lllul 






and Formal ("nannpls 7007 

Clll VI A Wl lllul VvllullllLliJ^ V V 1 


137 


4.7 


Small Rnsinpssps with Arrpss to Ranks T oans 7007 

kw/lllclll L'U.OlllLjijLO VV1L11 J. iLLLJJ lu 1/ulllVO L/UullJ. £— V \J 1 


138 


4.8 


Farminc Fioii^priolcK lAriTn ArrpQ? To Savincrc; 

1 dlllllllcL 1 IUU.0LIIUIU0 VV1L11 1 ILLLoo LU iJcAVlllfciO 






Dpno'sit" AcconnTc; 700/ 

J /LUUOlLi I.LLWU.IIIO, t—\J\J£— 


139 


4.9 


Farming rTon^pnolcK ^AriTn ArrpQ? to Savincrc; Opnndt 

1 ell llllllii 1 HJUoLllUlUo VV1L11 1 ILLLoo LU iJclVllltlO J /LUUolL 






Accounts PRD Area vs Non-PRD Area 2007 

J. V V_ A_ C / L4.ll LO, A 1 v 1 ' 1 V 1 V.. U V O. 1M L/ll A 1 v 1 ' ± VI V . Cl . ^ V V I 


140 


4.10 


Avpracrp PfolnincTQ of PSR RanKinp larnQ 700n 

1 VVL,lcltiV. 1 A VlVllllilO VI 1 JL; LJ C111AV111 fL V_^Cll VAo, Z_ W V 


140 


4.11 


Average Holdings of Deposit Accounts, 2006 


141 


4.12 


TSJnmnpr ot Rank" Rranr np? in SpIpcTpH lonntrip*; 

1 N U111UL1 VI LJCll 1 IV UlollLllLO 111 iJV.lV.V-LV.L4. V_> V LA11 LI A V.O 


142 


4.13 


Niimnpr ot Rank" Rranrnp's in SpIpcTpH ( nnntrip*; 

1 N U111UL1 VI LJCll 1 1\ UlallLllLo 111 V.AV. V. LV. VI V_> V Llll LI 1 V.O 


142 


4.14 


Numnpr of Rank Rranrhps 7007 

L V LA111VV.1 VI LJCll 1 1\ L/l ullLllLO. t— \J \-t 1 


143 


4.15 


Isfumnpr ot Rank Rranrhps 7007 

L V L1111L/V.1 VI 1./ CI 1 1 1 x LflQllLllLO. t— \J \-t 1 


143 


4.16 


Avprap"p Niimnpr of Rankinp - Ontlpts Ppr 

J WV.lC3.iLV. 1M Lil 11 VV.1 VI LJ CllllVlll V_y LI LAV. LO A V.1 






nTo'wn <; n in 7 00 1 

1 V VV llolllU, z_ w / 


144 


4.17 


Avprapp* Niimnpr of Rankinp - Ontlpts Ppr 

i IV LluilL IM L1111UL1 VI LJ CllllVlll V_y LI LI V. LO A V.1 






A nministrativp \Zillap~p 7007 

J VL4.1 llllllO LI CI LI V V. V lllcl il V.- « V V / 


144 


4.18 


Number of Bank Branches PRD Area vs. Non-PRD 






Area 7007 

J VI V.C4-J Z_ V V / 


145 


4.19 


Numnpr of Rank Rranrhps PRD Arpa vs Non-PRD 

L V Lil 11 V V.1 VI LJ CX111V Ul C1.11V.11V.O, A A V J * J VI v CI V O • AH VI 1 A 1 \ 1 s 






Area 2007 


145 


4.20 


Pror^ortion ot Rural PFonspnoln T oans /00"7 


152 


4.21 


Proportion of Loans on Agricultural Production, 2007 


153 


6.1 


The Four Gaps of Rural and Lagging Compulsory 






Education 


194 


6.2 


Gross and Net Enrollment Rates in Primary Education, 






1995-2006 


197 


6.3 


Educational Attainment of Different Age 






Cohorts, 2007 


198 



Contents xi 



6.4 International Comparisons of Urban and Rural 
Educational Attainment among Young Populations 1 99 

6.5 Educational Attainment for 25-35 Age Cohort in 

Urban and Rural Areas, 2007 200 

6.6 Educational Attainment for 25-35 Age Cohort 

by Income Quintile, 2007 201 

6.7 Educational Attainment for 25-35 Age Cohort by 

Urban and Rural Areas and Income Quintile, 2007 201 

6.8 Educational Attainment across Selected City 

Areas Ranked by GDP Per Capita, 2007 202 

6.9 Educational Attainment for Two City Areas and 

across Urban-Rural Areas, 2007 203 

6.10 Primary Education Expenditure Sources, 

2004 and 2007 208 

6.1 1 Junior Secondary Education Expenditure Sources, 

2004 and 2007 208 

6.12 Public Education Expenditure Indicators in Guangdong 
Province and a Sample of Countries, 2004 209 

6.13 Primary Education Spending and Revenue Per 
Student across Rural and Urban Areas in 

Guangdong Province, 2004 and 2007 213 

6.14 Junior Secondary Education Spending and Revenue 
Per Student across Rural and Urban Areas in 

Guangdong, 2004 and 2007 214 

6.15 Primary Education Revenue Per Student across 

Rural and Urban Areas in Gansu Province, 2006 215 

6.16 Teachers' Salaries Per Student in Primary Education 

in Urban and Rural Areas, 2004 and 2007 216 

6.17 Rural Enrollment Share in Compulsory Education, 

2004 and 2007 217 

6.18 Gross and Net Enrollment Rates in Rural Areas, 

2005 and 2007 218 

6.19 New FCE Scheme and TEOS for Primary 

Education per Student, 2006 and 2007 219 

6.20 New FCE Scheme and TEOS for Junior Secondary 
Education per Student, 2006 and 2007 220 

6.21 Subsidy for Miscellaneous Fees and Budgetary 

Revenues in Rural Areas, 2007 221 

6.22 Miscellaneous Fees and Subsidies for Fees in 

Rural Areas 221 



xii Contents 



6.23 Books Per Student and Ratio of Dilapidated 
Buildings Overall and in Urban and Rural Areas, 

2004 and 2007 222 

6.24 O&M Per Student Overall and in Urban and Rural 

Areas, 2004 and 2007 223 

6.25 GDP Per Capita and Share of Provincial Population 

of County Sample 224 

6.26 Change between 2004 and 2007 in Spending and 
Revenue Sources in Primary Education for the 

County Sample, Yuan Per Student 226 

6.27 Relationship between GDP Per Capita and Primary 
Spending Per Student, 2004 227 

6.28 Relationship between GDP Per Capita and Primary 
Spending Per Student, 2007 227 

6.29 Relationship between GDP Per Capita in 2004 

and Percentage Increase in Spending Per Student 227 

6.30 Relationship between GDP Per Capita in 2004 and 
Percentage Increase in Budgetary Revenues Per Student 228 

6.31 Decrease in Miscellaneous Fees, Fee Gap, and Change 

in Rural Enrollment in Primary, Yuan Per Student 229 

6.32 Relationship between GDP Per Capita and Junior 
Secondary Spending Per Student, 2004 23 1 

6.33 Relationship between GDP Per Capita and 

Junior Secondary Spending Per Student, 2007 23 1 

6.34 Relationship between GDP Per Capita in 2004 

and Percentage Increase in Spending Per Student 23 1 

6.35 Relationship between GDP Per Capita in 2004 and 
Percentage Increase in Budgetary Revenues Per Student 232 

6.36 Decrease in Miscellaneous Fees, Fee Gap, and 
Change in Rural Enrollment in Junior Secondary, 

Yuan Per Student 232 

6.37 Allocation of the FCE Scheme across the Different 
Subsidies in the County Sample 

(Primary Education), 2007 233 

6.38 Ratio of Dilapidated Primary School Buildings in 

the County Sample, 2004 and 2007 234 

6.39 O&M by Student for Guangdong and in the County 
Sample, 2007 235 

6.40 Primary Urban-Rural Spending Gaps under 

Different Scenarios 238 



Contents xiii 



6.41 Junior Secondary Urban-Rural Spending Gaps 

under Different Scenarios 238 

7.1 Items Ranked as First- or Second-Most Important 
Constraint to Growth by ICA Firms 265 

7.2 Local Government Spending on Education Per Student, 
2000-06 266 

7.3 Lower Per Capita Government Spending in Cities 

with Large Rural Populations 269 

7.4 Rise in Share of the Population Enrolled in a 
Secondary School with Rise in Urban Share of a 

City's Population 270 

7.5 Youth-to- Adult Unemployment Ratio and Percentage 
of Senior Secondary Vocational Enrollment in OECD 
Countries, 2005 272 

7.6 Large Firms in Guangdong More Likely to Train 

than Smaller Firms 273 

7.7 Firms with an Educated Workforce More Likely 

to Train 274 

8. 1 Per Capita GDP by Region, 2006 306 

8.2 Infant Mortality Rate, 2007 306 

8.3 Changes in Infant Mortality Rates, 2000-07 307 

8.4 Access to Safe Drinking Water, 2007 308 

8.5 Hospital Delivery Rates, 2007 309 

8.6 Outpatient Visits Per Capita, 2007 309 

8.7 Inpatient Services Per Capita, 2007 310 

8.8 Average Per Capita Health Expenditure by Income 
Quintile and Urban-Rural Difference, 2007 311 

8.9 Physician Density across Municipalities and 

Regions, 2007 312 

8.10 Quality of Health Workers across Municipalities 

and Regions, 2007 313 

8.1 1 Government Health Spending as a Percentage of 

Total Government Expenditure, 2006 317 

8.12 Per Capita Government Health Spending, 2006 317 

8.13 Where Need Is Greater, Resources Are Less 318 

8. 14 Enrollment Rate for NRCMS 322 

8. 1 5 Regional Disparity in Per Capita NRCMS 

Contributions, 2007 323 

8. 1 6 Illustration of Higher-Level Pooling of the NRCMS 325 

8. 1 7 Accumulated Savings of NRCMS Revenue, 2007 326 



xiv Contents 



8.18 


Ppr Canita 1VTA Assistance across Provinces 7007 

X V~ 1 V_>d LyX Ld 1 V li X J lJJij tullLL Cl V_. 1 WOO X 1 W V XXX V_L,0, « W W / 


328 


8.19 


Fchication of the A/ill ape Doctors of di an prion p - 

J_jVJ.L4.V_CH_1.W11 Ul V XXX dtL.\— 1 — 'ULLUlO WX V_l L4.CIXX £1 LJ.WXX £1 


334 


Tables 






O.l 


Decomposition of Income Inequality in Guangdong 






Provin cp / 00 7 

X X W V XXXL_C, Z.UVJ / 


10 


1.1 


Poverty Lines in China 


50 


1.2 


torrrnarison of TVational Povprtv T inps in Past Asia 

V - WXXX YJ Ul loUll Ul X \ d LLullal X UVLl L V X_;XXXCo XXX L tl J L J X Jl CI , 






Selected Countries 


53 


1.3 


Poverty Headcount, Depth, and Severity in Guangdong, 






2007 [$2-Per-Day Poverty Line) 


55 


1.4 


Concentration of Rural Poverty in Guangdong 






^$2-Per-Day Poverty Line) 


57 


1.5 


Concentration of I Jrnan Povprtv in (~riianpclonp 

V_> WllLv.ll LI C4. LXWXX WX v_> X I ' all X W V LI ty XXX V 1 Llull {LLXWXXil 






V $2-Per-Day Poverty Line) 


58 


1.6 


Rural Poverty by Geographic Topography, 2007 






I Sv / -Pfi"- T) av Pfivpftv T inPM 

l tPZ_ 1 CI d y 1 w V CI Ly LjIIIC 1 


59 


1.7 


Rural Poverty Dynamics in Guangdong 






1 S\ 7 -Pf^T*- T) QV PrvVPftV T itlf^l 
I 4? Z_ 1 Cl L/dy 1 wv CI Ly IwlllC I 


60 


1.8 


Rural Income Mobility by Quintile, 2005-07 


61 


1 9 


Intern atinn a \ c\yx~\ n at*i enn nt Prwf^f'hv 700S 

111 LCI lid LIUlldl v_>UlllL/dl loUll Ul 1 UVCl Ly, i.UUJ 






(^$2-Per-Day Poverty Line) 


62 


1 If) 


Pi*<""\ti c\t 1 — 1 r\i icphn H Pr\\?(^f*i _ i7' i n kii T*a I iiicin oti on c 
1 IwlllC Ul 1 1U U-oCllwlLl lUVClLy 111 lYLlldl VJUdllgLlwllg, 






2007 ft>2-Per-Dav Poverty 1 ir\e) 

t—\j\Ji I t|> z_ 1 L. 1 j / ay x w v cx Ly x_iXXXC i 


63 


1 1 1 

1.11 


PirvTi" r\i 1 ~n Hi \Tt Hi i a Pr\\7 , f i i"1" , \7 i n R 11 i"a l -1-1 1 q n oti (~\n cr 
1 IwlllC Ul 111U.1 VlLlU.d.1 1 UVClLy 111 i\Ul dl vJLldllgLAUllg, 






/(III / (Sv / — fw~» V— (~\ a\T r r\\n~^vl~\? 1 itiA 1 
Z.UU/ 1 UC1 Udy 1 UVCl Ly IwlllC 1 


64 


2.1 


Poverty Rate and Distribution in Rural Guangdong, 






7007 f t K7-Ppr-Dav Povprtv T inpi 

Z.UU/ I lPZ. 1 Cl l_/dy 1 UVCl Ly 1_j111C J 


80 


? ? 


Racip Tti Hir , atrvrc tc\t Riira liih/in iri (xii ati crHrv'n cr 

DdolL UlLllCd LU1 1U1 lYLlldl L-JlUiAAJ 111 V-JLidlltLLlUllii 


84 


? 3 


Rl11~a liih/in \ C\\Tf*VCk<Jf* R atf^Q VC Rl11~a rfWTf*vi~\T 
IV Lil dl L-J lUlAAJ v_^U V Cl dtiC lYd LCo V 0. 1YU.1 dl 1 U V Cl Ly 






Rates 7007 

IVdLCS, L.\J\J 1 


87 


2.4 


Tiin/in Sl"anHafH ann Riifti lvf^t Tnr'O'rnf^ 7007 

i—/ LwiAfKJ ij> LdllLldl LI dllLA IVLlldl 1NCL 111CU111C, L.\J\J 1 


88 


? 5 


( nmnarienn c\\ T)ih/in StanHaTri atiH PmrpfHr T itif^Q 

v^UlllL/dl loUll Ul i_y lUdU ij LdllLldl LI dllLl 1 UVCl Ly LilllCo, 






2007 


89 


3.1 


Labor Allocation by Region, 2007 


107 


3.2 


Change in Determinants of Labor Allocation 


109 


3.3 


Working Time Allocation by Group, 2007 


110 


3.4 


A New Estimation of Surplus Labor in Rural 






Guangdong, 2007 


112 


3.5 


Economic Structure and Employment 


113 



Contents xv 



3.6 Distribution of Employment by Locality, 2005 114 

6. 1 Gross and Net Enrollment Rates in Primary and 

Junior Secondary Education, Administrative Data 1 96 

6.2 Internal Efficiency Indicators, Administrative Data 196 

6.3 Education Expenditure Indicators in Guangdong 

Province, 2004 and 2007 205 

6.4 Primary Education Expenditure Trends and Uses 206 

6.5 Junior Secondary Education Expenditure 

Trends and Uses 206 

6.6 Primary Education Expenditure Sources 207 

6.7 Junior Secondary Education Expenditure Sources 207 
6A. 1 . 1 Primary Indicators by Area [City), 2006 244 
6A.1 .2 Education Distribution across Rural and Urban 

Areas, 2005 and 2007 245 
6A.1.3 Education Distribution across Income Quintiles and 

Rural and Urban Areas, 2007 246 
6A.1.4 Education Distribution across Regions or Cities, 2007 246 
6A.2.5 Primary Education Expenditure Trends and Patterns 

across Rural and Urban Areas 247 
6A.2.6 Lower Secondary Education Expenditure Trends 

and Patterns across Rural and Urban Areas 248 
6A.2.7 Primary Education Expenditure Sources across 

Rural and Urban Areas 249 
6A.2.8 Junior Secondary Education Expenditure Sources 

across Rural and Urban Areas 250 
6A.2.9 Composition of the New FCE Scheme and TEOS, 

Average Subsidies, and Distribution by Institutional 

Source, 2006 252 
6A.2.10 Composition of the New FCE Scheme and TEOS, 

Average Subsidies and Distribution by Institutional 

Source, 2007 253 
6A.2.1 1 Spending and Revenue Sources for Primary Education 

in the Seven County/City Sample 254 
6A.2.12 Spending and Revenue Sources for Junior 

Secondary Education in the Seven County/City 

Sample 255 
6A.2.13 Amount and Allocation of the Free Compulsory 

Education Scheme across the Seven County Sample 256 
7A.1 .1 Schools, Students, and Teachers in Guangdong Province 

by Level of School, 2000-07 287 



xvi Contents 



7A. 1 .2 Features of Senior Vocational Schools in Guangdong 

Province, 2005 289 
7A.1 .3 Urban Population, Local Government Expenditures, 

and Per Capita GDP by City for Guangdong 

Province, 2006 289 
7A. 1 .4 Average Annual Wage of Fully Employed Staff and 

Workers by Economic Sector, 2003 and 2006 290 
7A.1 .5 Local Government Spending on Education in 

Guangdong Province, 2000-06 290 
7A.L6 Schools, Enrollment, and Full-Time Teachers by 

Type of School and City, 2006 29 1 

7A. 1 .7 Employees Training by Firm Size in 

Guangdong Province, 2006 292 
7A.L8 Firms Training by Export Status in Guangdong 

Province, 2006 292 
7A. 1 .9 Training by Firms by Share of Employees 

with a High School Education in Guangdong 

Province, 2006 293 
7A. 1.10 Training by Firms by Share of Employees 

with a University Education in Guangdong 

Province, 2006 293 
7A. 1.11 Ranking of Most Severe Constraints to Growth 

by World Bank Investment Climate Assessment 

Survey, 2006 294 
7A. 1.12 Characteristics of Migrant Labor in Guangdong 

Province, 2006 295 
7A.2.13 Summary Statistics for Key Variables 296 
7A.2.14 Probit Estimates of the Likelihood of 

Participation in Training in Guangdong 

(Merged Sample from the 2005 and 2007 

Rural Household Surveys) 297 
7A.2.15 Wage Regressions 298 

8.1 Disparities in Facility Infrastructure of THCs 312 

8.2 Government Health Spending as a Percentage of 

Total Health Expenditure 316 

8.3 Criteria for General Provincial Fiscal Transfer 319 

8.4 MA Program Disbursement for a 

Poverty-Stricken County 328 



Foreword 



To narrow the gap between the rich and the poor and to achieve common 
prosperity have been a noble dream of human society for millennia; they 
are also a part of the pursuit of equality and justice in various cultures and 
societies. More than two thousand years ago, The Book of Rites, a Confucian 
classic, already described a society of "grand unity," which contained basic 
thoughts about fairness, sharing, and social harmony. Today, the gap 
between the rich and the poor is a problem faced not only by Guangdong 
Province or China, but also by many developing and industrial countries. 
Indeed, it is a long-term challenge of human society. Therefore, narrowing 
this gap in Guangdong will not only contribute to Guangdong's own sci- 
entific and harmonious development, but also offer an opportunity to 
explore and experiment with innovative ideas and practices, which will 
provide lessons and experiences for other provinces of China and other 
countries of the world. 

At the end of 2007, not long after I came to work in Guangdong, 
World Bank President Robert Zoellick and I reached an agreement on a 
joint study on reducing the urban-rural disparity in Guangdong. Over the 
past year or so, the World Bank gave this study very high priority, expe- 
dited the process, and devoted extraordinary efforts to make it a success. 
More than 20 experts in various fields were selected to participate on the 
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World Bank team, and more than 10 field missions were conducted to 
gather data and information on the urban-rural disparity and to provide 
high-quality analysis and advisory services to Guangdong based on empir- 
ical evidence. Similarly, the CPC Guangdong Provincial Committee and 
the Provincial Government also attached great importance to this collab- 
oration with the World Bank. Excellent support and collaboration were 
provided; many government agencies and experts in related fields from 
the province participated in this joint study. In short, this project has 
had unprecedented high-level, broad-ranging, and innovative interna- 
tional cooperation. Juan Jose Daboub, former World Bank Managing 
Director, considered this one of the most successful World Bank knowl- 
edge collaborations in China, and Guangdong one of World Bank's best 
partners. 

The joint effort by the two sides has now borne fruit that is repre- 
sented by high-quality research. Based on rich international experiences 
and a unique international perspective, the report provides in-depth 
analysis of the urban-rural disparity in Guangdong, as well as major chal- 
lenges and opportunities to address these challenges. Based on these 
analyses, the report puts forward an innovative "three-pillar" strategic 
framework: eliminating absolute poverty, reducing inequality of opportu- 
nities, and containing inequality of outcomes. The report also makes a 
series of policy recommendations concerning the relocation of industries 
and labor, developing rural financial service, reforming the rural land sys- 
tem, and improving basic education and medical services in rural areas. 
These recommendations are constructive and forward looking, reflecting 
the rich experience of the World Bank in reducing poverty and narrow- 
ing urban-rural disparities. 

Since the beginning of reform three decades ago, the Guangdong 
Provincial Party Committee and the Provincial Government have made 
poverty reduction a priority. Measures and programs have been imple- 
mented, such as those reducing poverty through human capital develop- 
ment, through partnerships between the more developed regions and less 
developed regions, through production-oriented poverty alleviation meas- 
ures, and through the establishment of the minimum living allowance sys- 
tem. As a result, the percentage of the population living in poverty has 
been falling, the standard of living of poor people has seen continuous 
improvement, and the basic living conditions as well the conditions for 
economic activities in rural areas are improving gradually. Between 2001 
and 2007, the number of people living in poverty in the province 
dropped from 4.11 million to 3.16 million, a significant accomplishment. 
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However, we are also keenly aware that — as a result of multiple con- 
straints such as geographic location, natural endowment, economic foun- 
dation, history, culture, and institutions — considerable imbalance still 
exists in Guangdong's social and economic development. This imbalance 
is reflected most acutely by the growing development and income dispar- 
ities among different regions within the province, between urban and 
rural areas, and between different population groups. Reducing these dis- 
parities has become a major challenge that must be addressed earnestly 
to implement the scientific development concept in the province. 

Guangdong is at a critical juncture in its transition to a trajectory of sci- 
entific development. In response to the changing domestic and interna- 
tional situations, the Provincial Party Committee and the Provincial 
Government are vigorously implementing a coordinated regional devel- 
opment strategy and striving to narrow the urban-rural disparity and 
build a harmonious society. The publication of the resulting report from 
the World Bank-Guangdong joint research project will not only record 
the hard work and wisdom of both sides, but also certainly provide signif- 
icant guidance and inspiration to Guangdong's effort in reducing urban- 
rural disparities. Many comments and suggestions in the report are very 
pertinent and insightful. Taking into consideration the reality of 
Guangdong, I believe that the future poverty reduction work in the 
province should be pushed forward with a focus on the following four areas: 

• First, we need to treat the development-oriented poverty reduction 
strategy characterized by "household-level planning and individual 
level responsibility" as a major social and economic development strat- 
egy. To help people in need is a fine tradition of the Chinese people, 
and development-oriented poverty reduction is an important measure 
to reduce the number of people living in poverty. We are preparing to 
implement the development-oriented poverty reduction strategy char- 
acterized by household-level planning and individual-level responsibil- 
ity, and a special meeting will be held to make related arrangements and 
give instructions. This strategy takes a "one-on-one assistance" approach. 
Specifically, it will match the 3,409 poor villages and 700,000 poor 
households (per capita annual income below 1,500 yuan) in the less 
developed regions of Guangdong with entities in the more developed 
Pearl River Delta region; government agencies at the provincial, munic- 
ipal, and county levels; public service units; as well as enterprises with 
resources and willingness to participate. A tailored development strat- 
egy will be designed for each poor village, and a specific method will be 
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developed for every household. The goal is to fundamentally change 
the situation of the poor villages and lift the poor households out of 
poverty within three years. Such an approach can allocate resources in 
government agencies, public service units, and enterprises more 
directly and accurately; reduce resource waste; and improve targeting 
for poverty eradication. This innovative approach for poverty reduc- 
tion is conducive for mobilizing resources from all sectors of the 
society, increasing income of the poor households, improving the 
general environment for development of the poor villages, and guid- 
ing all social sectors toward the goal of common prosperity. 

• Second, we need to give high priority to the "dual transfer" of industry 
and labor. The urban-rural income gap is, to a great extent, due to the 
inequality in employment opportunities for urban and rural residents. 
The dual transfer of industry and labor aims at achieving a more effi- 
cient allocation of resources and further integration of urban and rural 
development, which will lead to a higher level of equality of opportu- 
nities and help narrow the urban-rural income gap. At the same time, 
we also recognize that the industries and labor are elements of the 
market economy and their movements and relocations are governed 
by intrinsic rules of the market. Therefore, when promoting the dual 
transfer, we will follow the principle of "government guidance and 
market-led operation" and obey the fundamental rules of the market. 
We shall optimize the spatial allocation of resources by speeding up 
the industrial transfer; achieve regional integration in the Pearl River 
Delta; and enhance the spillover effect from the Pearl River Delta to 
the East and West Wings, and the mountainous region. We shall 
strengthen vocational training for rural laborers and improve their 
ability to be employed in nonfarming jobs. In this way, more rural res- 
idents can participate in the industrialization and urbanization process 
and benefit from the overall economic development. 

• Third, we need to deepen reforms in income distribution. Sound and 
fair income distribution is an important part of the institutional design 
for reducing inequality in opportunities and containing inequality in 
outcomes. Efficiency and fairness need to be properly balanced in both 
primary distribution and secondary distribution of income, and second- 
ary distribution should pay more attention to fairness and let taxation 
and public finance play a greater role in narrowing disparities between 
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rural and urban areas and between rich and poor people. More efforts 
should be made to increase the income of low-income people, raise 
the proportion of middle-income people, effectively adjust excessive- 
ly high income, and prohibit illegal income. In this way, a more reason- 
able and orderly income distribution structure will be formed. 

• Fourth, we need to push for equalization of basic public services 
between urban and rural areas. Equalization in basic public services is 
an issue of social justice as well as an important means for containing 
inequality in outcomes. Difference in individual incomes is an unavoid- 
able reality, but more equality in people's access to basic public services 
can greatly reduce the gap between the rich and the poor. Priority 
should be given to education: we shall strive for more balanced devel- 
opment in compulsory education between urban and rural areas. We 
also need to speed up efforts to create a basic health care system cov- 
ering both urban and rural residents and to make sure that farmers have 
access to basic health services. We need to establish an integrated social 
security system covering both urban and rural residents and continu- 
ously expand coverage and increase the level of protection. Moreover, 
we need to improve housing conditions for rural residents and improve 
rural infrastructure to create better living conditions as well as a better 
environment for economic activities. In summary, our goal is to ensure 
that "students have good education, workers have fair incomes, the sick 
receive medical care, the old are taken care of, and all people have rea- 
sonable housing." In fact, while discussing with the World Bank this 
research project on urban-rural disparities, we also initiated the plan- 
ning for achieving equalization of public service between urban and 
rural areas by 2020 — which will contribute to the narrowing of urban- 
rural disparities. 

I believe that, through efforts in the above areas, significant progress will 
be accomplished in reducing urban-rural disparities and promoting bal- 
anced regional development in Guangdong in a few years. By that time, 
we will invite the World Bank experts back to Guangdong to evaluate our 
work and give further guidance. 

Reducing urban-rural disparities is an arduous long-term task that 
requires persistent efforts from various parties concerned. This cooperation 
between Guangdong and the World Bank marks a very good beginning. 
I look forward to more and deeper exchanges and cooperation in a broader 
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range of areas in the future, and to continuously exploring new modalities 
of collaboration. These efforts will undoubtedly make new contributions to 
the poverty reduction undertaking in Guangdong. 

Wang Yang 

Member of the Political Bureau, Communist Party of China 

CPC Central Committee 
Secretary of the CPC Guangdong Province 
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This book is a product of the World Bank's advisory services to the 
Guangdong Provincial Government. The work was initiated when the 
President of the World Bank, Robert Zoellick, visited Guangdong in 
December 2007. During the visit, Party Secretary Wang Yang of 
Guangdong province highlighted the increasing challenge of inequality 
and regional disparity of economic growth, and they welcomed the ana- 
lytical and technical support of the World Bank in understanding the 
issues and recommending a way forward. I am very pleased to see that, 
benefiting from the excellent collaboration and support from the Policy 
Research Office of the CPC Guangdong Provincial Committee and the 
Guangdong Provincial Department of Finance, the World Bank team was 
able to propose a framework to approach this complex set of issues and 
to offer specific policy recommendations. I was honored to present the 
Vice Presidential Unit Team Award to the task teams in early 2010. It was 
the first time that we presented such an award to our counterpart teams. 

After three decades of impressive economic growth and poverty reduc- 
tion, China now faces the challenge of ensuring that its strong growth is 
shared more broadly and equally among its population. The economic 
downturn caused by the global crisis in late 2008 may have forced a focus 
on short-term actions to stimulate the economy and maintain growth; 
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however, it is important to recognize that longer-term issues, such as 
unbalanced growth, will determine the vitality of the economy and the 
cohesion of society. 

Despite being China's leading growth powerhouse, Guangdong 
province — like other provinces — faces major challenges in tackling 
inequality, and the World Bank team examined these along three dimen- 
sions: absolute poverty, inequality of opportunity, and inequality of out- 
comes. Absolute poverty, which deprives individuals of the minimum 
means for basic living, remains a significant concern in rural Guangdong. 
Inequality of opportunity, which denies individuals the same opportunities 
to pursue their life goals, is also widespread, as evidenced by disparities in 
access to education and health services. Inequality of outcomes, which is 
reflected in disparities among households and individuals in terms of 
income and wealth, has risen to an alarming level. Some inequality of out- 
comes is inevitable and even good for efficiency and growth — particularly 
when inequality of income reflects uneven performance among individuals. 
However, inequality of outcomes can become harmful to growth when it 
is too high and generates substantial inequality of opportunity and distor- 
tion in market and public institutions, threatening social stability. 

The Guangdong authorities have recognized the urgent need to 
address these development challenges, and this joint exercise of the 
World Bank and Guangdong teams aims to inform the province's over- 
all strategy for fostering more pro-poor, equitable growth. For such a 
strategy to work in practice, it must be founded on evidence-based 
analyses that take into consideration Guangdong's particular situation, 
as well as lessons from other countries and regions around the world. 
This study is designed to provide such analyses, focusing on key areas 
that were jointly identified by the Guangdong authorities and the 
World Bank study team. 

The study proposed a three-pillared strategy to address inequalities in 
Guangdong province. 

• First, the government could assume the responsibility of eliminating 
absolute poverty through its social assistance program. The minimum 
living allowance [Dibao) system could be expanded to better address 
the needs of poor and vulnerable people in Guangdong. The system can 
be implemented with more fiscal inputs, better defined financing re- 
sponsibilities, improved targeting mechanisms, and more transparent 
governance approaches. 
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• Second, the government could help boost rural income by ensuring more 
equal opportunities: promoting rural labor transfer to nonfarming jobs, 
improving investment climate in less developed regions, deepening rural 
finance reform, and providing better protection of the land rights of the 
rural population. 

• Third, the government could help invest in people by ensuring more 
equal provision of services in basic education, skills development, and 
health care. Further reform of the intergovernmental fiscal system is 
essential to the success of these efforts. 

Inequality is clearly related to spatial imbalance of growth, and more 
balanced growth is desirable. However, two centuries of economic devel- 
opment have shown that spatial disparities in income and production are 
inevitable. In fact, while the concentration of economic activities in the 
Pearl River Delta region of Guangdong is a key factor behind the regional 
and urban-rural disparities within the province, it has come with the gains 
of an agglomeration economy — an important source of productivity 
growth. Because economic growth cannot be expected to spread evenly 
across space, Guangdong will need to reduce inequality and promote 
development on the basis of spatially unbalanced growth. 

Building on its impressive growth record, the Chinese government has 
highlighted the need and its determination to pursue a more sustainable 
and balanced growth, as well as a harmonious development process in 
which natural wealth is preserved, human capital is valued, and the ben- 
efit of growth is broadly shared by its citizens. Consistent with this 
national strategy, the Guangdong government outlined its priorities in 
facilitating the integration of urban and rural economies, reducing dispar- 
ity, and promoting equality in social service provision. As the pioneer of 
reforms in China for three decades, Guangdong is well-positioned to take 
on these new challenges and implement a comprehensive approach to 
development. Guangdong's success in fostering shared growth will not 
only position the province as a leader in China's new phase of develop- 
ment, but also provide a valuable example to other countries grappling 
with similar challenges. 

The World Bank is committed to supporting our client countries to 
achieve their long-term development goals. We are honored to be associ- 
ated with Guangdong's endeavor in translating its vision and strategy into a 
coherent policy framework and concrete actions. This joint program has 
been one of our most successful knowledge collaborations with China. It 
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will prove to be a valuable experience as the World Bank continues to 
explore ways to strengthen our knowledge partnership with China. 

James W. Adams 
Regional Vice President 
East Asia and Pacific Region 
The World Bank 
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Overview 



China has just commemorated the 30th anniversary of the launch of its 
reform and opening up. The three decades since 1978 have been marked 
with an impressive performance of economic growth and poverty reduc- 
tion that is unprecedented in human history. Going forward, however, 
China faces the serious challenge of ensuring that its strong growth is 
shared more broadly and equally among the population to continue 
reducing poverty and to contain and reverse the trend of rising inequal- 
ity. Addressing this challenge is a key component of the strategy to pur- 
sue more balanced urban-rural development and a higher degree of social 
harmony, which has been promoted strongly by the national leadership 
since 2002. 

As China's leading growth powerhouse and a pioneer of reform and 
opening up for three decades, Guangdong province is now facing the 
same challenge and has the opportunity to lead the nation again in paving 
the way for pro-poor and more equitable growth, setting an example for 
other provinces to follow. The recent global economic downturn signif- 
icantly complicates the challenges faced by Guangdong. In response 
to immediate concerns, the government may be focusing on short- 
term measures to sustain growth. Meanwhile, maintaining long-term 

This overview was prepared by Chunlin Zhang and Xiaoqing Yu. 
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2 Reducing Inequality for Shared Growth in China 

competitiveness and more balanced development requires that the gov- 
ernment continue to tackle a series of long-term issues in a timely and 
sensible manner. Indeed, the sharp economic slowdown that China has 
experienced since late 2008 has its roots in domestic imbalances, which 
are characterized by an overreliance on investments and exports rather 
than domestic consumption for growth. The weakening support of 
domestic consumption for growth is clearly linked to the rising income 
inequality. In this sense, the global crisis has only highlighted the need 
for attention to this longer-term challenge. 

To this end, the provincial authorities need to develop an overall strat- 
egy for reducing inequality. For the strategy to work in practice, it must 
be founded on evidence-based analyses that adequately take into consid- 
eration Guangdong's particular situation and lessons from other coun- 
tries and regions around the world. This World Bank study is designed to 
provide such analysis. The study has resulted in eight chapters and one 
policy note (Zhang 2009) on a series of subjects jointly identified by the 
Guangdong authorities and the World Bank study team. 

Although inequality is often discussed in terms of income, this study 
adopts a broader concept. It defines inequality as having three dimen- 
sions: absolute poverty, inequality in opportunity, and inequality in out- 
comes. Absolute poverty is a state in which individuals are deprived of the 
minimum means for basic living. It is an extreme form of inequality. 
Inequality in opportunity occurs when individuals do not have the same 
chances to pursue their life goals due to predetermined circumstances 
beyond their control (for example, gender, race, place of birth, family sit- 
uation) . Inequality in outcomes refers to disparity among households and 
individuals in terms of income and wealth. 

This overview summarizes the key findings of the eight chapters and 
one policy note. It is organized as follows. The first section provides a 
background of Guangdong, while the second describes the current situ- 
ation of inequality in the province. Next is a discussion of the potential 
impacts of the transfer of industrial activities ("industrial transfer") in 
mitigating regional disparity, followed by the recommendation of a three- 
pillar strategy for Guangdong. The fifth section focuses on the elimination 
of absolute poverty through the minimum living allowance (Dibao) sys- 
tem, and the sixth turns to policy actions needed to increase opportuni- 
ties for the rural population by moving them to jobs, increasing their 
access to finance, and ensuring that their land rights are better protected. 
The seventh section further assesses Guangdong's options for investing in 
people through more equitable service delivery in compulsory education, 
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skill development, and health care, with the aim of enhancing the capac- 
ity of the poor to seize and utilize opportunities. The last section concludes 
this overview. 



Background of Guangdong Province 

Guangdong, a province of over 93 million residents, is located on the south- 
ern coast of China (see map 0. 1 ) . It consists of 2 1 municipalities, which are 
commonly divided into four regions: the Pearl River Delta (PRD) region (9 
municipalities), the northern mountainous area (5 municipalities), and the 
eastern wing (4 municipalities) and western wing (3 municipalities) of the 
PRD. 1 

Over the past three decades, Guangdong has maintained an annual 
average growth rate in gross domestic product (GDP) of 13.7 percent. It 
is now one of the most developed provinces in China, accounting for over 
11 percent of China's 2007 GDP, the highest among all the provinces. 



Map O.I The Four Regions of Guangdong Province 
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Taking Guangdong province as an economy, it would be ranked as the 
fourteenth-largest economy in the world in terms of purchasing power 
parity fPPP) [Green 2008). 

Guangdong's economy has been highly industrialized and urbanized. 
In 2007, secondary and tertiary industries accounted for 51.3 percent 
and 43.3 percent, respectively, of its provincial GDP (Guangdong 
Provincial Bureau of Statistics 2009, table 3-4) and 63.1 percent of the 
residents lived in urban areas (Guangdong Provincial Bureau of Statistics 
2009, table 4-6). The province is also well established as the leading 
export province of China. Over 30 percent of China's exports in 2007 
were from Guangdong province (Guangdong Provincial Bureau of 
Statistics 2009, table 17-12). The ratio of exports to GDP in Guangdong 
was 90.3 percent in 2007, the highest among Chinese provinces. The 
export-oriented industries have been supported by an influx of migrant 
workers from inland provinces. Guangdong had about 26 million 
migrant workers in the province around 2007, compared to its total 
labor force of 54 million (Xing and Mi 2008; Guangdong Provincial 
Bureau of Statistics 2009). 

The Challenge of Inequality in Guangdong 

Historical achievements notwithstanding, Guangdong is facing a serious 
challenge of inequality. In assessing the current situation, this study found 
that absolute poverty remains a significant concern in rural Guangdong, 
inequality in opportunity is widespread, and income inequality has risen 
to an alarming level. 

Absolute Poverty 

What is the current poverty situation in Guangdong? Before answering 
this question, a number of measurement issues must be clarified. First, 
when measuring poverty, per capita income and per capita consumption 
are the most commonly used welfare measurements. Generally speaking, 
income is regarded as a (partial) measure of welfare opportunity and con- 
sumption is a measure of welfare achievement. While both measurements 
have their justifications and limitations, consumption is usually considered 
a more stable measurement, especially when income reporting can be mis- 
leading (World Bank 2009, 188). This study considers both income 
poverty and consumption poverty. 

Second, an appropriate poverty line needs to be defined. A range of 
poverty lines has been used in China. 2 The official poverty line (785 yuan 
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per person per year for 2007, or $0.57 per person in 2005 PPP dollars) 
does not seem appropriate for Guangdong. The official poverty line for 
China is one of the lowest in the world — 19.0 percent lower than the one 
used in the Lao People's Democratic Republic, 20.4 percent lower than 
Vietnam, and 55.3 percent lower than Mongolia (Ravallion, Chen, and 
Sangraula 2008). Of course, a lower poverty line does not have to lead to 
less satisfactory performance in poverty reduction. However, it does 
affect the information that feeds into the government's decision-making 
process. As a highly dynamic economy with a high aspiration that growth 
be broadly shared, it may be appropriate for Guangdong to set the 
poverty line with a view toward catching up with developed economies 
in this regard. With this in mind, this analysis uses the $2 per day poverty 
line (in PPP) 3 to estimate the poverty situation and analyze the profile of 
the poor. This poverty line was equivalent to 2,263 yuan per year for rural 
Guangdong and 3,195 yuan per year for urban Guangdong in 2007. The 
rural line was about 42.4 percent of the mean rural per capita income, 
while the urban line represented 20.2 percent of the mean urban per 
capita income in Guangdong in 2007. 

Third, measuring poverty requires an appropriate data set. This study 
uses provincial household survey data covering 2,560 rural households 
and 1,600 urban households for the years 2005 and 2007. 4 The sample 
includes migrants who had lived in Guangdong for more than six 
months at the time of the survey. It represents the Guangdong subset of 
the national household survey sample and was collected by the provin- 
cial Bureau of Statistics following principles and procedures designed by 
the National Bureau of Statistics. While the sample at the provincial 
level is limited in size to analyze the implication of particular policy 
measures, it is sufficiently representative for the purpose of this study. 
Going forward, the provincial government is strongly advised to 
strengthen its capacity for poverty and inequality monitoring by improv- 
ing the content and size of its household surveys and using the monitor- 
ing results systematically. 

Using the $2 per day poverty line and the data set described above, 
chapter 1 in this volume concludes that, in rural Guangdong, 10.3 percent 
of the residents lived in income poverty and 18.6 percent in consumption 
poverty in 2007. In urban areas, residents whose income or consumption 
in 2007 fell below $2 per day accounted for over 1 percent of the popu- 
lation. There is a high degree of consistency between the findings in 
Guangdong and those at the national level that absolute poverty is a rural 
phenomenon. 
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Who are the poor in Guangdong? Analysis of the data for 2007 sug- 
gests the following: 

• Most of the poor live in the eastern and western regions. Two-thirds of those 
who lived in consumption poverty in 2007 were found in the eastern and 
western regions. The rest were almost equally split between the PRD 
region and the northern region, with 16.2 percent and 17.5 percent, 
respectively. The high percentage of poor residing in the PRD region is 
worth noting, given the region's very high level of wealth and income. 

• Poverty is more pervasive among larger families . In 2007, 45 percent of 
the rural income poor were in families consisting of one couple with 
three or more children, and another 34 percent lived in families com- 
prising three generations. 

• Most of the rural poor are less educated. In 2007, 85 percent of the rural 
income poor who were 1 6 years of age or above did not have a high 
school or higher education. Moreover, compared with those who had 
a high school education, those who were illiterate were 1.72 times 
more likely to be poor. By the same token, primary school graduates 
were 96 percent more likely to be poor and junior secondary school 
graduates were 1 9 percent more likely to be poor. 

• Most of the income poor are able to work. In 2007, 88 percent of the 
poor were from households in which no members had lost the ability 
to work. However, the data also show that the loss of working ability 
doubled the probability of being poor. 

Inequality in Opportunity 

Inequality in opportunity is often related to inadequate investment in 
people and an uneven playing field. First, opportunity becomes unequal 
when individuals have unequal access to basic social services. A child can 
be doomed to have a higher probability of poor health and a lower prob- 
ability of getting a high school education or vocational training than oth- 
ers just because he or she was born to a family that lives in a rural area 
and is financially poorer than others. Second, individuals with similar 
health, educational attainment, and skills may end up with unequal 
opportunities due to unfair competition in the market. For example, they 
may face discrimination in employment due to their gender, household 
registration (hukou), family background, or other factors. Similarly, their 
access to land, capital, infrastructure, and other means of production may 
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be unequal due to factors beyond their control. Chapters 6 and 8 assess 
the situations of education and health care. Their findings suggest that 
inequality in opportunity is a widespread problem in Guangdong. 

Education. Although Guangdong has made tremendous strides in imple- 
menting the new free compulsory education (FCE) scheme, educational 
challenges remain very acute in rural areas. Although disparities with 
urban areas have been decreasing, they remain significant for completion 
of primary education and access to junior secondary education and highly 
significant for completion of and access to senior secondary education and 
above. Noticeable gaps can also be seen among households of different 
income quintiles and among geographic areas of different GDP per capita, 
with the largest gap appearing between the very wealthiest and the others. 
Finally, although gaps in educational quality cannot be fully appreciated 
without comparable assessment of learning outcomes, gaps in completion 
rates and other intermediate outcomes, such as provision of books and 
infrastructure quality per student, also indicate major quality gaps. 

While there may be several reasons for the persistent outcome gaps, 
gaps in spending per student and a still too-limited effect of the FCE 
scheme are certainly parts of the explanation. The evidence shows that, 
despite increased spending in rural and disadvantaged areas, gaps in com- 
pulsory education spending per student widened between urban and 
rural and between advantaged and disadvantaged areas during 2004-07. 
In other words, spending increased faster in urban and wealthy areas. The 
problem is the small relative size of the FCE scheme, in which the main 
subsidy that replaced miscellaneous school fees does not even reach the 
level of the fees collected in 2004 in rural areas. The problem is com- 
pounded by the different local fiscal capacities and lack of sufficient 
financial prioritization of rural areas within each geographic area (county, 
city, district). The increasing gaps in spending are worrisome, as they 
make it difficult to close the quality gap and educational attainment gap, 
particularly in junior secondary education. Urgent action is therefore 
needed to start reducing these gaps while providing adequate incentives 
for more effective use and management of education spending. 
Guangdong has room both to increase public compulsory education 
spending and to improve further the way this spending is used, allocated, 
and managed, to a large extent by building on the new FCE scheme. 

Health care. Inequality in the health sector represents another major 
challenge for Guangdong. Significant evidence indicates that the health 
care services provided to the poor and economically disadvantaged are 
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much less adequate than for others, since the distribution of health care 
services remains highly dependent on that of income and wealth. 

In terms of health outcomes, chapter 8 points to significant regional dis- 
parities in infant mortality. The worst-performing municipality has an 
infant mortality rate three times higher than the best-performing one, and 
the infant mortality rate of the PRD region is much lower than those of 
other regions. Of the nine municipalities with infant mortality rates higher 
than the provincial average in 2007, seven were non-PRD municipalities. 
Similar disparities can be seen in mortality rates for children under five 
years of age. 

Inequality is also evident in the utilization of health services. For 
example, according to official data, in seven of the nine PRD municipal- 
ities, nearly 100 percent of pregnant women deliver their babies in hos- 
pitals. Nine of the 10 municipalities with hospital delivery rates below 
the provincial average in 2007 were non-PRD ones. 5 In these municipal- 
ities, 10-20 percent of pregnant women still had their babies delivered 
outside the hospital setting. 

A greater disparity can be observed in the utilization of outpatient and 
inpatient services. In all non-PRD municipalities, the number of outpatient 
visits per person was below the provincial average in 2007. Similarly, all 
but one of the non-PRD municipalities fell below the provincial average 
in terms of number of hospitalizations per person in 2007. The municipal- 
ity with the highest volume (Dongguan in both cases) had a volume six 
times higher for outpatient services than Jieyang (the municipality with 
the lowest volume for outpatient services), and five times higher for 
inpatient services than Qingyuan (the municipality with the lowest vol- 
ume for inpatient services) . 

These differences in utilization are clearly not a result of better health 
among people in poorer regions. Rather, data and anecdotal evidence sug- 
gest that they are most likely a result of financial constraints. For example, 
in 2006, 18 of the 21 municipalities had per capita government health 
spending below the provincial average. All but one of the non-PRD cities 
and four of the PRD cities reported per capita government health spend- 
ing of less than 41 yuan, compared with the provincial average of 78 yuan 
and the highest level (in Shenzhen) of 247 yuan. In terms of private spend- 
ing, the 2007 Guangdong household survey data show that, on average, 
health spending of an urban resident was 2.5 times more than that of a 
rural resident. Even among rural residents, the poorest 20 percent spent 
only 96 yuan on average, while the richest 20 percent spent 3.5 times 
more than that, at 450 yuan on average. 
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The high share of out-of-pocket expenditure in total health expen- 
diture is also a cause for concern. This share stood at 45.1 percent in 
2006, significantly higher than the average of 36.3 percent for upper- 
middle-income countries in 2002 (Gottret and Schieber 2006). This 
issue deserves special attention from the provincial government, because 
when the income distribution is significantly unequal, the high share of 
out-of-pocket expenditure in total health expenditure implies a high 
share of the population that finds health care services unaffordable and 
is thus left out. 

Indeed, the relationship between health needs and available munici- 
pality resources for health is clearly disproportionate, as suggested by 
figure 8.13 in chapter 8. Roughly speaking, the 21 municipalities can be 
divided into three groups. The first group of five PRD municipalities 
(Guangzhou, Huizhou, Shenzhen, Zhongshan, and Zhuhai) has higher 
per capita spending on health (higher than the 7 1 yuan of Zhongshan) 
and lower infant mortality rates (lower than the 0.476 percent of 
Guangzhou). The second group comprises two municipalities (Heyuan 
and Shantou) with low spending and low infant mortality rates. All of 
the remaining 14 municipalities fall into a third group characterized by 
higher infant mortality rates and low government spending on health. 
Their levels of per capita government spending on health are all lower 
than 71 yuan, and their infant mortality rates are all higher than the 
4.76 percent of Guangzhou. 

Inequality in Income 

Analysis of the provincial household survey data set provides insights into 
the current situation of income inequality in Guangdong province. For 
Guangdong overall, the Gini coefficient — a measure of the extent to 
which a particular income distribution diverges from an absolutely equal 
distribution — stands at 0.394 for 2007, after adjustments for cost-of-living 
differences between rural and urban areas. This level is lower than the lev- 
els for China overall and for countries such as the Russian Federation 
(0.399), Thailand (0.420), and the United States (0.408), but it is higher 
than for many other developing countries, such as India (0.368), Indonesia 
(0.343), and Vietnam (0.344). 

What are the sources of this inequality? As elsewhere in China, urban- 
rural disparity is one of the key sources of overall income inequality. 
Chapter 1 shows that in 2007, based on the Theil index of inequality, which 
is useful for its decomposability, income disparity between urban and rural 
households accounted for 23 .4 percent of Guangdong's overall inequality. 
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Table O.I Decomposition of Income Inequality in Guangdong Province, 2007 



Components 


Theil index 


% of total 


Total 


0.282 


100.0 


Inequality among rural households of the PRD region 


0.049 


17.4 


Inequality among urban households of the PRD region 


0.062 


22.0 


Inequality among rural households of the non-PRD region 


0.044 


15.5 


Inequality among urban households of the non-PRD region 


0.024 


8.4 


Inequality between rural households of the PRD and 






non-PRD regions 


0.016 


5.8 


Inequality between urban households of the PRD and 






non-PRD regions 


0.021 


7.5 


Inequality between rural and urban households of the 






province 


0.066 


23.4 



Source: Guangdong Bureau of Statistics 2007. 



What explains the remaining 76.6 percent? The huge gap between the 
PRD and non-PRD regions in economic development might point to 
regional disparity (table O.l). However, the data show that inequality 
within the PRD region itself contributed most to the observed overall 
inequality. Twenty-two percent of the overall inequality came from 
inequality among urban households in the PRD region, and inequality 
among rural households in the PRD added another 1 7.4 percent. Within- 
PRD inequality thus explains 39.4 percent of the provincial total. In con- 
trast, inequality between the PRD and non-PRD regions only contributed 
13.1 percent (5.7 percent for rural households and 7.4 percent for urban 
households) of the total. Therefore, in addition to the well-documented 
factor of urban-rural disparity, regional disparity is a significant source of 
inequality, but inequality within the PRD region has been much more sig- 
nificant to overall inequality in Guangdong province. 

Reducing Inequality with Spatially Unbalanced Growth 

Inequality in Guangdong province has geographical roots. 6 The natural 
geography of the province is such that the PRD region is endowed with 
significant advantages over other regions. The PRD region has also enjoyed 
proximity to, and historical ties with, Hong Kong, China, and Macao, 
China, and through them, the rest of the world. As a result, Guangdong's 
economic growth has been highly unbalanced in a spatial sense. Economic 
activities are concentrated in the PRD region, where per capita GDP is 
much higher and the growth rate much faster than those of the lagging 
regions. This imbalance has obviously contributed to urban-rural disparity 
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and regional disparity in household income, which are both sources of 
inequality and rural poverty. Therefore, if the spatial distribution of eco- 
nomic growth could be made more balanced — for example, through the 
transfer of industrial activities ("industrial transfer") — from the PRD to 
lagging regions, then reducing inequality would be easier and faster. 

The Trend of Industrial Deconcentration 
from the PRD and the "Pull" Forces 

Having examined available data on the evolution of the spatial pattern of 
Guangdong industry during 1998-2007, Zhang (2009) found that decon- 
centration from the PRD did take place in recent years, but only on a 
minor scale relative to the size of Guangdong's industry. Its strength is far 
from what would be needed to reduce regional disparities in industrial 
development significantly. The most significant sign of the deconcentration 
movement is the strong catch-up of two cities close to the PRD, namely 
Heyuan and Qingyuan. However, more detailed analysis suggests that the 
rise of the two cities can be attributed only partially to the deconcentra- 
tion of a few industries (for example, nonferrous metallurgy and mining, 
as well as nonmetal mining products) from the PRD. Overall, a clear trend 
of transfer of labor-intensive industries from the PRD to other regions of 
Guangdong does not seem to have emerged. 

Why has the trend of deconcentration been so weak, despite govern- 
ment promotion since 2005? One plausible explanation is that PRD firms 
had only weak incentives to move out, and more new firms still preferred 
to establish themselves in the PRD region because of the existence of 
some "pull" forces — that is, economic forces that reward firms for locat- 
ing in the PRD region. It appears that the power of the "push" forces in 
the PRD region — forces that strengthen incentives for firms to move out 
of the PRD region — has been neutralized significantly by the pull forces. 
The most important pull force to Guangdong is agglomeration economy, 
which rewards the geographical concentration of firms. In particular, 
concentration of industrial activities in the PRD region enables firms 
there to reap significant gains in productivity. The second pull force is a 
favorable investment climate, in which the PRD region has a clear advan- 
tage over other regions. 

A key implication of the existence of the pull forces is that geograph- 
ical concentration of industrial activity can, contrary to common percep- 
tion, be both desirable and inevitable. It is one of the underlying reasons 
urbanization boosts productivity. Indeed, as the World Development 
Report 2009 (World Bank 2008) has found, economic growth is seldom 
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balanced, and efforts to spread it prematurely will jeopardize progress. 
Two centuries of economic development show that spatial disparities in 
income and production are inevitable. A generation of economic 
research confirms this; there is no good reason to expect economic 
growth to spread smoothly across space. 

Shifting the Policy Focus to Improvement 
of the Investment Climate 

The available evidence on industry in Guangdong suggests only a moder- 
ate trend of deconcentration from the PRD region. Industrial transfer from 
the PRD to other regions will certainly continue, but given the market 
force of an agglomeration economy, its scale is unlikely to be large enough 
to alter significantly the spatial concentration of growth in the PRD 
region. This trend implies a tougher challenge for the Guangdong provin- 
cial government: it must reduce inequality on the basis of spatially unbal- 
anced growth. 

How to achieve such a reduction, then? One option for Guangdong is 
to allow the full play of an agglomeration economy in shaping economic 
geography and shift the focus of policy efforts to improving the invest- 
ment climate of lagging regions. More comparable investment climates 
between lagging regions and the PRD region would not only reduce the 
potential cost of relocation of a firm from the PRD to a lagging region, 
but would also encourage private business creation and expansion in the 
lagging region. 

Reducing Inequality: A Three-Pillar Strategy 

Given the limited potential to make economic growth more even among 
regions, what strategy should the Guangdong provincial government 
adopt to reduce inequality? This study recommends a three-pillared strat- 
egy: eliminating absolute poverty, reducing inequality in opportunity, and 
containing inequality in outcome. 

Eliminating Absolute Poverty 

Absolute poverty is in fundamental conflict with the social values of 
most societies and certainly with those of China. Ensuring that individ- 
uals are free of absolute poverty is the responsibility of the government. 
Public interventions are needed to protect the livelihoods of society's 
neediest members and should be executed in the most transparent and 
efficient manner. Therefore, one of the most important policy objectives 
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for Guangdong province is to eliminate absolute poverty in a limited 
period of time. Particularly given the province's leading role in China's 
development and reform, it is only appropriate that high priority be placed 
on this policy objective. The financial and administrative strength of the 
province rules out any question regarding the attainability of this goal. 

Reducing Inequality of Opportunity 

Inequality of opportunity conflicts with the value of fairness in most soci- 
eties. Moreover, it hurts economic efficiency and long-term growth. 
Institutions and policies that promote a level playing field — where all 
members of the society have similar chances to become socially active, 
politically influential, and economically productive — contribute to sus- 
tainable growth and development for two sets of reasons. First, there are 
many market failures in developing countries, notably in the markets 
for credit, insurance, land, and human capital. While correcting market 
failure is the ideal response, when this is not feasible or far too costly, 
some forms of redistribution — of access to services, assets, or political 
influence — can increase economic efficiency. Second, high levels of eco- 
nomic and political inequality tend to lead to economic institutions and 
social arrangements that systematically favor the interests of those indi- 
viduals and groups with more influence. Both middle and poorer groups 
of the population end up with talent that is left unexploited. Society as a 
whole is then likely to be more inefficient and to miss out on opportuni- 
ties for innovation and investment [World Bank 2005). 

Therefore, the appropriate policy objective with regard to inequality of 
opportunity is to reduce it as much as possible. Public policy and resources 
need to be focused on ensuring that members of society have similar 
chances to be economically productive and socially active regardless of 
their predetermined circumstances. In the case of Guangdong, two main 
sets of interventions are most important and relevant. First, public poli- 
cies should promote more equal access to education, health services, and 
basic social protection. Second, public and market institutions should be 
oriented toward providing a level playing field for individuals. 

Containing Inequality in Outcomes 

The nature of inequality in outcomes measured in terms of income and 
wealth is more complicated. Some inequality in outcome is "good" for effi- 
ciency and growth, so government policy should not pursue a completely 
equal distribution of income and wealth, particularly when inequality in 
income reflects uneven performance among individuals. Matching reward 



14 Reducing Inequality for Shared Growth in China 



with performance is the foundation of market-based incentives and has 
been an essential element of China's successful reforms. Urban-rural 
inequality in outcomes can also be good when it is caused by robust pro- 
ductivity growth in the urban sector, implying that the gap will narrow at 
some point as urbanization and productivity growth continue. 

However, inequality of outcomes can also be "bad," making a case for 
some government intervention. Even when inequality reflects unevenness 
of performance among individuals, it can become harmful to growth 
when it generates substantial inequality in opportunity and distortion in 
market and public institutions in such a way as to threaten social coher- 
ence and stability. Not all income inequality reflects performance gaps; a 
great deal of inequality in outcomes may reflect unequal opportunity, an 
uneven playing field, or a society's failure to prevent theft — not the usual 
criminal act of theft, but the theft of public property and the abuse of 
public power through corruption. 

The most appropriate government policy toward inequality in income 
and wealth, therefore, is to contain it to a socially acceptable level with 
minimum cost in terms of efficiency. What, then, is an acceptable level 
of inequality in income for Guangdong province? How much of the 
existing income inequality observed in chapter 1 is "good"? These ques- 
tions require another study on the extent to which the existing income 
inequality reflects performance gaps. This study focuses more on the 
elimination of absolute poverty and the reduction of inequality of 
opportunity, which will both contribute to a more equal distribution of 
income and wealth. 

The Role of the Intergovernmental Fiscal System 

A key source of inequality is regional disparity in growth. As argued ear- 
lier, since concentration of economic activities is inevitable, the challenge 
is to reduce inequality on the basis of spatially unbalanced growth. To 
succeed in coping with this challenge, the role of the intergovernmental 
fiscal system is of fundamental significance. Without intergovernmental 
transfer, the spatially unbalanced growth and regional disparity in income 
distribution will be fully translated into regional disparity in access to key 
social services, such as education and health care, which inevitably results 
in inequality in opportunity. The transfer of government revenue from 
richer regions to poorer regions inevitably weakens incentives for revenue 
generation. However, a well-designed intergovernmental transfer system 
has the potential to achieve the optimal balance between equity and 
incentives. As suggested by the problems with financing of education and 
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health care services mentioned above, reform of the intergovernmental 
fiscal system remains an area where a major breakthrough is needed for 
Guangdong to implement the three-pillar strategy proposed here. 

Eliminating Absolute Poverty through the Dibao System 

As in the rest of China, the minimum living allowance (Dibao) program is 
the main policy instrument for the Guangdong government to address 
absolute poverty for rural and urban residents. The program is designed to 
provide direct transfers to households whose average net per capita 
incomes are below a locally defined threshold of minimum living standard. 

Despite the impressive progress made by Guangdong in sustaining and 
expanding its rural Dibao program, a review of implementation experi- 
ence indicates that the program has yet to achieve its objectives. The key 
issues hindering the achievement of objectives include level of program 
coverage, amount of fiscal input, design of some key policy features, and 
administration of the program. 

Building on over a decade of experience with Dibao, and given the 
province's fiscal strength, Guangdong is in a position to lift the poor out 
of absolute poverty by expanding and improving the Dibao program. It 
will require determination in setting priorities, improvements in policy 
design to enhance efficiency, and strengthening of safety-net institutions 
to ensure that the program is well governed. 

Expanding Program Coverage by Protecting 
Adequate Fiscal Input 

Coverage of the rural Dibao program is low compared to the levels of 
poverty in Guangdong. Results from the 2007 rural household survey 
show that the program reached less than 5 percent of poor rural house- 
holds, measured against a poverty line of $2 per day. The limited cover- 
age was especially apparent in the eastern and western areas of the 
province, which had income- and consumption-based poverty rates of 
20 percent and 36 percent, respectively, compared to a program cover- 
age rate of only 2.7 percent. The data also point to continued imbalances 
across different regions of Guangdong: Although the eastern and west- 
ern areas accounted for over 60 percent of the province's poor, the 
2.7 percent coverage rate was lower than those of the other two regions. 

One main reason for the low breadth (coverage) and depth (level of 
protection) of the program is the inadequacy of the fiscal input to it. 
Currently, financing responsibility is shared between the provincial and 
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local governments, with a significant redistributive element. However, 
data suggest that the number of beneficiaries in different parts of 
Guangdong is strongly correlated to the sufficiency of local funds for 
the Dibao program. 

A rather remarkable contradiction can be observed between the policy 
statement and the program reality, and, indeed, in that sense, the program 
in Guangdong is not markedly different from that in the rest of China. 
While the program is designed as an entitlement program with the stated 
principle "all who are eligible shall receive benefit," in reality, the depth 
and breadth of the program are not driven by basic needs but are largely 
determined by local fiscal capacity. 

Moving forward, Guangdong needs to increase program coverage by 
(1) setting the level of minimum allowance based on a clearly defined 
approach (for example, basic consumption basket); (2) budgeting the 
total level of fiscal input required based on needs; and (3) rationalizing 
financing responsibilities among different levels of government. The prin- 
ciple of cost sharing is sound, but it may be necessary to introduce provin- 
cial funding more biased in favor of the poorest regions and ensure that 
budget allocations at the local level are ring-fenced. 

Improving Policy Design to Raise Program Efficiency 

Although rural Dibao is still in the early takeoff phase at the national 
level, Guangdong has already experimented with the program for over a 
decade. Drawing from the experience of urban Dibao, which follows the 
same program design philosophy, a range of policy and program design 
issues that need to be addressed for the program to function properly and 
meet its stated objectives can be identified. Four issues and the recom- 
mended solutions are highlighted here. 

The eligibility threshold. Despite the use of the term "minimum living 
allowance," the Dibao thresholds are apparently not set or adjusted accord- 
ing to any scientific measure of the minimum living requirement. Instead, 
they often depend on historical levels and fiscal capacity. The thresholds 
are also not associated with any particular poverty line, making it very dif- 
ficult to measure how well the program is achieving its goals. 

The actual levels of Dibao thresholds used in Guangdong appear to be 
too low, particularly compared to poverty standards that are arguably 
more appropriate for the province. In 2007, the monthly threshold for 
rural Dibao was below 100 yuan in 28 percent of counties (cities) and 
between 101 and 150 yuan in 54 percent of counties (cities, districts). 
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These levels are quite low compared to a higher poverty threshold 
equivalent to $2 per day [or 189 yuan), which may be more suitable for 
Guangdong, given its level of development. 

Chapter 2, on rural Dibao, recommends that Guangdong (1) adopt a 
much more scientific and systematic approach to setting and adjusting 
the poverty lines; (2) align the Dibao eligibility threshold with the 
poverty line; and [3) consider, as the program is developed further, intro- 
ducing an equivalence scale that takes into account household size in 
determining thresholds. 

Benefit structure. Dibao is designed as a classic guaranteed minimum 
income (GMI) program, which is common among countries in the Organ- 
isation for Economic Co-operation and Development (OE CD). 7 According 
to such a design, households are expected to receive benefits equal to the 
difference between the Dibao threshold and their actual per capita 
income, multiplied by the number of household members. Although this 
is conceptually clean and well justified, the difficulty in determining the 
actual income of families — especially for rural households — makes it vir- 
tually impossible not to overshoot or undershoot and makes performance 
evaluation impossible. 

Given the nature of income and the difficulty of fully recording 
household income, chapter 2 recommends that the Guangdong author- 
ities consider adopting a much simpler benefit structure. The benefit 
structure could have two to three flat benefit levels and grant benefits to 
eligible households depending on where their income roughly stands. It 
would be a more honest and realistic approach, more feasible adminis- 
tratively, and, in fact, what has largely been in place. Addressing such 
inconsistencies between policy design and implementation is important 
to ensure the credibility of the program. 

Targeting mechanism. Dibao in China uses a combination of income and 
asset testing and community participation for targeting and determining 
household eligibility. Households apply, their names are posted openly for 
community feedback, and then the authorities review and selectively ver- 
ify. Besides income and assets, major sources of consumption needs such 
as chronic disease are also taken into consideration. 

While such a combination of means testing is a sensible approach con- 
ceptually, it gives grassroots authorities significant discretionary power in 
determining eligibility. Proper checks and balances have not been put into 
place, and marginalized groups may not receive fair treatment. As the 
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program expands, this type of highly discretionary approach may leave it 
vulnerable to abuse and criticism. 

Considering the difficulty in verifying household income, chapter 2 
recommends that the Guangdong authorities consider piloting a proxy 
means-testing mechanism. Proxy means tests basically require statistical 
analysis of data from detailed household surveys to identify the key deter- 
mining and easily observable factors of poverty. They use a formula and 
relative weights to generate a score for applicant households based on eas- 
ily observable characteristics, such as location and quality of dwelling, 
ownership of durable goods, demographic structure of the household, and 
the education and possibly occupations of adult members. Eligibility is 
determined by comparing the household's score against a predetermined 
cutoff. Proxy means tests are useful for reducing discretion and ensuring 
greater transparency and fairness. They are also appropriate for address- 
ing chronic poverty, which accounts for a significant share of the poor. 

Strengthening Program Administration and Governance 

The rural Dibao program in Guangdong suffers from lack of resources for 
administrative capacity. Much of the program administration has been 
pushed down to the lowest level (community or village), which is not 
even a level of government. The ratio of beneficiary households to staff is 
very high, making it impossible to verify eligibility, handle grievances, 
ensure proper financial management, or monitor the program. 

As Guangdong moves away from relying on self-reported income and 
explores new targeting methods such as proxy means testing, the infor- 
mation requirements will be enormous. Chapter 2 highlights the need for 
Guangdong to invest in its safety-net institutions by establishing sound 
processes and systems for targeting, making payments, and preventing 
and detecting error, fraud, and corruption. Investments are also needed in 
monitoring and evaluation to measure program success. A well-developed 
management information system and full staffing are needed for the 
Dibao program at every level. 

Boosting Rural Income by Giving People Opportunities 

Most rural poor people can improve their incomes and their lives if they 
have access to better opportunities. Opportunities that are broadly related 
to the three factors of production — labor, capital, and land — are particu- 
larly important. First, rural poor people will be able to share the fruits of 
urban productivity growth if they have equal access to urban off-farm 
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jobs. Second, they will be able to help themselves better if they have 
equal access to finance. Third, they will be able to improve their well- 
being if public and market institutions provide better protection of their 
rights over land. 

Helping People Move to Jobs 

The fundamental cause of urban-rural income inequality in a developing 
economy is often development itself. When an economy develops, its 
urban sector enjoys higher productivity and faster growth than the rural 
sector, leading to a gap in incomes between rural and urban households. 
The basic approach to closing this gap is to help rural labor move to urban 
jobs, allowing the rural population to share urban income in a productivity- 
enhancing manner. 

This approach seems very appropriate for Guangdong for several rea- 
sons. First, as will be discussed in chapter 1 , 88 percent of the rural poor 
are from households in which no working-age members have lost the 
ability to work. Second, wage income already accounted for 56.9 percent 
of net income for rural households in Guangdong in 2007, compared to 
38.6 percent for China overall, 52.5 percent for Jiangsu province, and 
48.5 percent for Zhejiang province. Third, industrialization and urbaniza- 
tion in the PRD region have created a huge number of urban jobs. Moving 
more of Guangdong's rural labor to urban jobs in the PRD region and 
beyond is therefore a natural approach for reducing urban-rural income 
inequality. 

While transferring rural labor to off-farm — and in most cases urban — 
jobs will ultimately help improve rural income and reduce inequality, 
analysis is needed to understand the profile of the farmers, and to identify 
the appropriate policy actions required. This implies two main questions: 
First, how many rural laborers remain in Guangdong who are not needed 
for agricultural activities, and what are their characteristics? Second, what 
are the main barriers that prevent Guangdong's labor market from being 
highly mobile, and how can such barriers be removed to facilitate the 
transfers? 

The size of transferable rural labor of Guangdong. If government 
policies for labor transfer need to focus on laborers who are "transferable," 
the first step is to determine the size of Guangdong's pool of transferable 
labor. An analysis of the rural household survey data collected by the 
Guangdong provincial Bureau of Statistics (see chapter 1 for data descrip- 
tion) suggests that about 60 percent of the province's rural labor force 
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may already be transferred in the sense that their working time is devoted 
to off-farm activities, which include local off-farm activities (35 percent) 
and migrant off- farm work (25 percent). This does not imply, however, 
that the remaining 40 percent can all be transferred. A more in-depth 
analysis of the profile of the remaining labor is needed. 

The most frequently used methodology for measuring the size of trans- 
ferable labor is to estimate the difference between the total rural labor 
force and the total labor demand for agriculture. However, this methodol- 
ogy is flawed because the labor allocation to agriculture is determined not 
only by agricultural productivity, but also by many other factors, such as 
prices of agricultural outputs and job opportunities in the nonagricultural 
sector. Furthermore, the estimation is often based on aggregated data that 
do not capture the variations caused by individual characteristics. 

Chapter 3 uses a different methodology. It first analyzes the profile of 
transferred rural labor using the rural household survey data. After obtain- 
ing an understanding of the key determinants of migration decisions and 
outcomes, the study estimates the probability of transfer among rural 
workers in various age groups and obtains the total number of transferable 
rural labor. Employing this methodology, chapter 3 concludes that out of 
the 1 1.67 million nontransferred rural laborers in Guangdong province in 
2007, 4.35 million, or 37.3 percent, are transferable. This pool includes 
1.54 million, or 13.2 percent, who could potentially be transferred to 
migrant jobs, and 2.8 million, or 24 percent, who would do better with 
local off-farm activities. 

Policy interventions to facilitate labor transfer. What is required to bring 
the 4.35 million rural workers to migrant or local off-farm jobs? This is 
the central question that must be answered before the necessary govern- 
ment policies can be formulated. 

The first is to facilitate migration. It is important to recognize that the 
share of transferable rural workers who could migrate to urban labor mar- 
kets can be influenced by government actions to a certain extent. Using 
the rural household survey data, chapter 3 identifies four important 
determinants of a rural worker's decision to move to a migrant job: age, 
gender, years of schooling, and whether he or she has preschool children. 
Young male rural workers are more likely to migrate to nonlocal off-farm 
jobs. Rural workers with longer years of schooling are more likely to take 
migrant jobs, but having preschool children can significantly lower their 
probability of moving to migrant jobs. None of these findings is surpris- 
ing. Government actions could help address some of the key factors that 
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influence migration decisions. In particular, two sets of actions may be 
effective: (1) enhancing rural education and vocational training to prepare 
rural labor better for urban employment opportunities, and (2) providing 
better social services (such as child care, education, and health services) 
to rural migrant children in the urban areas. 

However, these measures may not be sufficient. In the past, on the 
demand side, the dynamic PRD region created millions of urban jobs for 
migrant farmers; on the supply side, there were probably 1 .5 million rural 
Guangdong farmers who had the potential to take those migrant jobs. For 
some reason, demand and supply failed to meet. While the 1.5 million 
rural Guangdong workers stayed in their home areas, millions of jobs in 
the PRD region were filled by migrant workers from outside Guangdong. 
Because of lack of data on these non-Guangdong migrant workers, further 
investigation of the cause of this phenomenon is not possible. However, 
the phenomenon does underscore that the effectiveness of government 
policies designed to promote rural labor transfer to migrant jobs will be 
seriously compromised if the root causes of the problem are not identi- 
fied correctly. Further study of this issue is strongly recommended. 

There is also a range of policy issues that would affect the migration 
decisions and actions of not only rural labor from Guangdong, but also 
those from the rest of China. Whether these issues can be addressed suc- 
cessfully affects the well-being of rural migrants as well as the competitive- 
ness of the Guangdong economy. Chapter 3 highlights in particular four 
issues that Guangdong needs to tackle further and that it is well positioned 
to do. They include (1) the restricted access to social services and protec- 
tions dictated by the residency requirements (hukou); (2) the labor regu- 
lations that, on the one hand, may imply serious restrictions on the 
employers' hiring and firing decisions and, on the other hand, cannot 
ensure basic rights of the migrant workers and the bargaining power they 
need to acquire; and (3) the limited coverage of social insurance programs. 

The second policy intervention is to create off-farm jobs in rural areas. 
While much attention has been rightly given to the need to facilitate 
rural-urban migration over the past few years, the creation of local off- 
farm jobs in rural areas should be a policy priority. In the context of 
Guangdong, since nearly two-thirds of remaining transferable rural labor 
would be better off with local off-farm activities, opportunities that are 
far away may not help them move to more productive jobs and better 
income. For fostering the development of off- farm activities, a wide range 
of policies, including tax, land, and rural finance, are highly relevant. It 
should also be emphasized that the most effective way of maximizing 



22 Reducing Inequality for Shared Growth in China 



local off-farm job creation is to improve the local investment climate to 
facilitate business creation and expansion, as discussed in the section on 
reducing inequality with spatially unbalanced growth above. 

Making Finance Work for Rural Households and MSEs 

Financial sector development can play a crucial role in reducing inequal- 
ity in many ways. One area in which it can have a direct impact — and in 
which the Guangdong provincial government could potentially make a 
significant difference — is access to finance for rural households and 
micro- and small enterprises (MSEs). 

The inadequacy of financial services for rural households and MSEs. 

Rural households and MSEs are often victims of unequal access to finance. 
Chapter 4 finds that Guangdong is no exception, and that the province 
even lags considerably behind the national average and other coastal 
provinces in terms of access to finance for rural households and MSEs. 
According to China Banking Regulatory Commission (CBRC) statistics, 
only 13.6 percent of rural households in Guangdong had borrowed from 
formal financial institutions in 2007, compared to 13.5 percent in 
Zhejiang, 17.3 percent in Jiangsu, 23.4 percent in Shandong, 36.7 percent 
in Fujian, and a national average of 34.6 percent. 

Moreover, it seems not the case that Guangdong rural households are 
less bankable than the national average or their counterparts in other 
provinces. The provincial household survey data indicate that the percent- 
age of rural households with outstanding debt to informal moneylenders 
in 2007 was 4.6 times that of rural households with outstanding loans to 
formal financial institutions. 

MSEs did not fare any better; in 2007, only about 5.0 percent of 
Guangdong's small businesses had ever borrowed from banks, compared 
to 7.5 percent nationally, 5.5 percent in Jiangsu, 8.2 percent in Fujian, 
10.2 percent in Zhejiang, and 11.2 percent in Shandong. 

Access to credit is not the only area in which rural households and 
MSEs are underserved. Like urban dwellers, rural households and MSEs 
have diverse demands for financial services, such as savings deposits, pay- 
ments, remittances, insurance, and leasing. However, the 2002 household 
survey data indicate that only 34.8 percent of farming households in the 
lowest income quartile had savings deposit accounts (46.5 percent in the 
next-lowest income quartile, and 63.2 percent in the third-lowest 
income quartile) . The percentage of all rural households in Guangdong 
with saving accounts stood at 53 percent, significantly lower than the 
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national average (62 percent) and the percentages of comparable pro- 
vinces (72 percent in Jiangsu, 76 percent in Fujian, 81 percent in Shandong, 
and 90 percent in Zhejiang). Of those households in the lowest income 
quartile that did not have savings deposits in banks, average cash hold- 
ings were as high as 5,425 yuan at the end of the year (7,759 yuan for 
the second-lowest income quartile) . 

The inability of financial institutions to serve. What is lacking in 
Guangdong in general — and in rural areas, in particular — is not savings, but 
the ability of financial institutions to turn savings into productive loans. At 
the end of 2007, the combined loan-to-deposit (L/D) ratio of financial 
institutions in Guangdong, including branches of state-owned commercial 
banks (SCBs), stood at 58 percent, indicating that they were able to lend 
out slightly more than half of what they had collected in deposits. This 
compared poorly with comparable provinces and the national average. The 
L/D ratio for rural financial institutions was even lower at 32 percent, 
which was less than half of that in the comparator provinces. 

The L/D ratio is a meaningful indicator of effectiveness of intermedi- 
ation, because if the actual ratio is lower than the prudential threshold by 
a wide margin, there is reason to believe that an undue amount of the sav- 
ings has either gone to investment in fixed-income financial instruments, 
such as government securities and bonds issued by policy banks, or has 
flown to other parts of the country through the intrabank funds transfer 
systems. If it is not a surprise that the national banks were the channels 
of outflow, the roles played by the rural credit cooperatives (RCCs) 
should be, as they were touted as the mainstay of rural finance. 

While a large portion of funds flows out of Guangdong, those that find 
their way into lending in Guangdong have had a lower rate of repayment 
than elsewhere in China. Despite faster than average economic growth 
and spectacular urban prosperity in Guangdong, loan portfolio quality has 
been notoriously bad in the past many years. As of the end of 2007, the 
combined nonperforming loan (NPL) ratio of all financial institutions in 
Guangdong stood at 9.3 percent, higher than those of the comparator 
provinces and the national average. Among them, the Agriculture Bank of 
China (ABC) and the RCCs exhibited even poorer loan quality. Measured 
by the risk-based loan classification criteria, the ABC's nonperforming loan 
ratios were as high as 26.5 percent, while the RCCs' were 19.8 percent. 

Actions the provincial government could take. Suffice it to point out 
that there is little the Guangdong government can do to influence the 
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decisions of the financial institutions directly. What it can do, though, is 
to make conditions more conducive for the financial institutions that 
would scale up their operations in Guangdong of their own volition. 
There are several areas where the Guangdong government can take 
immediate action, keeping in mind their impacts and implications for the 
medium and long terms. 

First, launch a pilot of village-level, member-based financial cooperatives in 
selected rural and mountainous areas. The pilot should help fill the void of 
basic financial services, deposits, and loans for rural households that have 
been denied access due to the withdrawal of SCB presence since 1998 
and the diminishing role of RCCs as they are being restructured into 
joint-stock rural commercial banks and becoming increasingly urban. 
Several experiments with such financial cooperatives are already taking 
place in China, notably those promoted by the Leading Office for Poverty 
Alleviation and Development of the State Council and the Agriculture 
Department of the Ministry of Finance in Henan and Sichuan, with 
World Bank support. For the cooperatives to be successful, care should be 
taken to preserve the autonomy and initiative of members and to avoid 
willful interference by government officials at all levels. The provincial 
government should set up an auditing unit to protect the interests of 
members through periodic audits as a public service to the newly estab- 
lished financial cooperatives. 

Second, revise policies and guidelines to promote microcredit companies 
under the overall sponsorship of the People's Bank of China (PBC) and the 
CBRC. It is critical that the provincial policies avoid the mistakes of 
provinces that chose to set thresholds even higher than those stipulated 
by the PBC and the CBRC. The systemic risks posed by such microcre- 
dit companies are minimal, as they do not take public deposits. 
Artificially constraining their ability to formulate and borrow will cause 
a systemic risk because few, if any, such companies can even hope to be 
sustainable. The Guangdong provincial government should take a 
broader perspective and a pragmatic approach to promoting microcre- 
dit companies. The microcredit companies should be established not 
only at county level but also at township level. To foster competition 
and provide a level playing field, Guangdong should consider allowing 
multiple microcredit companies to be set up in all counties, with lower 
thresholds of paid-up capital and relaxed restrictions on their funding 
limits and geographic expansion. It should be understood that microcre- 
dit companies require economies of scale to achieve meaningful out- 
reach and commercial sustainability. 
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Third, redesign fiscal incentive programs to promote access to finance by 
rural households and MSEs, with a special focus on the reduction of trans- 
action costs, the introduction of innovative products and instruments 
such as microleasing and factoring [or reverse factoring), and branchless 
banking models. The intended beneficiaries of fiscal subsidies should be 
well defined, and the enhancement of their welfare should be subject to 
monitoring and evaluation. Giving monetary rewards to foreign and Chinese 
financial institutions to attract them to Guangdong should be reconsid- 
ered, since doing so wastes public resources and hampers the healthy 
development of the financial sector. If the Guangdong government wishes 
to stimulate the credit supply to rural households and MSEs, it can replace 
the volume of loans with the number of loans as a basis for award. Awards 
based on volume of loans actually encourage banks to lend to large bor- 
rowers at the expense of MSEs. Such subsidies or tax treatments should 
not be institution-specific — that is, they should be awarded without dis- 
crimination among financial institutions. Any financial service providers 
wishing to serve the rural and MSE borrowers should have equal access 
to the fiscal stimulus. The government should not resort to interest rate 
subsidy but to nondistortive policy actions that help bring down trans- 
action costs. In addition, in certain geographic locations with extremely 
adverse natural conditions, it makes economic sense to move the people 
out of such locations rather than forcing the rural financial institutions 
(RFIs) to set up or maintain outlets without commercial prospects or 
social benefits. 

The Guangdong government may also wish to reconsider the policies 
encouraging the proliferation of government-owned credit guarantee com- 
panies and policy-oriented reguarantee companies. The role of such credit 
guarantee companies is dubious at best, as they may add to transaction 
costs without raising overall credit supply. The wide spread of credit guar- 
antee schemes tends to perpetuate moral hazard in the credit market and 
erode the fragile credit culture, without bringing about the intended addi- 
tion of credit. 

Fourth, restructure the Financial Working Office (Jinrongban) to balance its 
roles and functions as an owner and regulator of local financial institutions 
and markets. The increasing responsibilities of the provincial government in 
maintaining local financial stability and providing access to finance justify 
the addition of regulatory and supervisory functions. The CBRC does not 
have enough capacity to oversee the numerous local financial institutions, 
which are rising in number as the experiments with new types of finan- 
cial institutions continue. In the meantime, the provincial government 
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does not have an explicit regulatory and supervisory function. The result- 
ing vacuum not only creates uncertainty and opportunities for regulatory 
arbitrage, but it also leaves potential risks unattended. Guangdong will be a 
pioneer in charting new waters for the next generation of financial reform 
if it takes the initiative in this important area. 

Fifth, plan a thorough study of the issues and problems surrounding the 
RCCs to explore a real pilot for restructuring, one aimed at making the 
RCCs truly resilient financial institutions with good governance and 
sound control systems. The RCCs should be freed from their ambiguous 
roles and become real commercial financial institutions without the label 
of "serving sannong" — that is, agriculture, farmers, and rural communities. 
Local governments and the CBRC should make a commitment not to 
interfere with the internal operations of post-restructuring rural coopera- 
tive unions (RCUs) and rural commercial banks. The shareholders, direc- 
tors, and management should be allowed to execute their responsibilities 
fully under the new governance framework. In exchange for granting 
RCUs this much-needed autonomy, the regulatory authorities should be 
decisive and prompt in closing down failing RCUs and should announce 
their policy in this regard in advance to make it a credible deterrent to 
mismanagement. It would also be wise for the government to take a 
sober-minded approach to the creation of government-dominated finan- 
cial holding companies by amalgamating the existing RFIs and financial 
institutions run by local government or state-owned enterprises. Such 
top-down conglomeration rarely works unless fundamental changes are 
introduced in governance and incentives. The recommended pilot on 
village-level financial cooperatives could be combined with the pilot on 
dealing with insolvent RCCs, as the two are complementary. 

Reforming Land Policies for Better Rights Protection 
and a Healthier Development Pattern 

Although industrialization and urbanization contribute to rising gaps in 
urban-rural productivity and income, they also raise the demand for — and 
hence the potential value of — rural land, which is an important source of 
rural income. Data show that income from farming activities still 
accounts for almost 60 percent of farmers' per capita income in today's 
rural China. Protecting farmers' rights over land is therefore critical to 
reducing urban-rural income inequality. Adequate protection can not 
only help boost rural income but also generate a market signal that 
reflects the true social cost of land, helping the urban sector develop on 
a land-efficient path. 
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Many national and provincial policies aim to protect farmers' rights 
over land and improve land use efficiency in the economy. Guangdong 
province could lead the nation in land policy reform by doing more in this 
regard and being more innovative. Three specific reforms could be con- 
sidered, as described below. 

Establishing a land registration system and granting land rights 
certificates. Farmers in rural China generally do not enjoy a high degree 
of land tenure security, and the situation in Guangdong is no exception. 
Some local governments have continued to support or at least allow 
community-level land readjustments, using different justifications. 
Frequent land readjustments, even on a small scale, will weaken farmers' 
perception of land tenure security, and a low degree of tenure security 
will negatively affect farmers' long-term investment and production 
behavior on the land. Land readjustments at the community level will 
also create rent-seeking opportunities for local elites. In light of these 
negative impacts, the Rural Land Contracting Law of 2003 basically pro- 
hibited land readjustment, and this legislative intention was reinforced in 
the Property Rights Law of 2007. Extending farmers' land leases from a 
30-year term to an open-ended one, as announced by the Communist 
Party of China (CPC) Central Committee in mid-October 2008, sent 
the clearest and strongest signal of the central government's determina- 
tion to grant farmers a higher degree of land tenure security. 

Tenure security is also crucial for healthy development of the land 
market in both rural and urban areas, in terms of protecting land rights as 
well as reducing land conflicts. Guangdong has enjoyed an increasingly 
active rural land market since the 1 990s. However, an emerging phenom- 
enon is that farmers' interests are being violated to different degrees by 
village elites, local governments, and some enterprises during the land 
transfers. This problem calls for further government action to protect the 
tenure security of farmers. International experience shows that securing 
land use rights of individuals before promoting rights tradability is a sound 
principle. 

Therefore, it is recommended that the Guangdong provincial govern- 
ment take timely and concrete actions to strengthen farmers' land tenure 
security. One of the most effective ways to achieve this goal is to establish 
a plot-level rural land registration system and grant farmers land rights cer- 
tificates. Such a registration system is strongly supported by the most 
recent policy changes, as reflected by the CPC's decision in mid-October 
2008 and the No. 1 Document of 2009. Rich international experiences can 
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be found in this field — Vietnam, for example, which has a land rights 
arrangement similar to China's, has endeavored to conduct a broader land 
administration reform and establish a nationwide digital cadastral record 
system (see box 5.1 in chapter 5). Guangdong could again be a national 
pioneer in establishing a provincewide rural land registration system to 
promote more equitable growth with a higher degree of social harmony. 

Adopting a new system that maximizes the overall economic value of 
land. Farmland protection is a major challenge for Guangdong. Under 
the existing policy framework, all remaining farmland in Guangdong falls 
into the category of "basic farmland," and, hence, scope for further con- 
version from farmland to urban use is very limited. In addition, under the 
current policy, this conversion is subject to approval by the State Council, 
the Chinese cabinet. The 2007 census shows that Guangdong has 42.7 
million raw of farmland, but the basic farmland quota assigned to 
Guangdong for protection is also 42.7 million raw. 8 Therefore, in theory, 
Guangdong must keep 1 00 percent of its remaining farmland to meet the 
"basic farmland" protection quota unless the State Council determines 
otherwise. 

Given Guangdong's rapid urbanization, it is unavoidable that a cer- 
tain amount of farmland will and should be converted for urban expan- 
sion. Two principles should be followed for farmland protection in 
Guangdong. First, the core of farmland protection should focus on 
improving land productivity. The potential to improve land productivity 
is huge: current data show that 62 percent of the remaining farmland is 
middle- or low-yield land. Second, a mechanism to maximize the over- 
all value of land resources should be introduced. The decision on whether 
a plot of land should be converted to urban use should be based on the 
overall economic value of all plots of land involved, rather than on the 
agricultural value of the specific plot alone. Inflexible farmland protec- 
tion in a rapid urbanization area could result in an inefficient urban 
development pattern with problems such as urban sprawl, overstretched 
infrastructure, and the coexistence of incompatible land uses. In short, 
Guangdong should be innovative in piloting more effective ways to 
achieve the farmland protection objective. 

Piloting the transferable development rights mechanism. Environmental 
degradation has become a matter of urgency in two respects. First, the 
quality of the living environment has declined significantly in certain areas. 
Second, the quality of farmland is deteriorating, which has a significant 
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negative impact on the safety of agricultural products. Innovative land pol- 
icy, such as land transferable development rights (TDRs), could be very 
useful for addressing this issue (see box 5.2). 

TDRs could be viewed as a tool for the government to purchase land 
development rights from landowners. The core of TDR is to shift devel- 
opment rights from sending areas (where the development rights have 
been bought by the government) to receiving areas (where the land could 
be developed at a higher density). Similar to a marketable permit system, 
TDRs are used to implement development restrictions on land designated 
for environmental protection or as permanently agricultural (the sending 
area). Owners of agricultural land in the sending area are granted TDRs 
as compensation for the restrictions on their ability to develop the land 
for higher-value urban uses. Owners of developable land in a designated 
receiving area are typically allowed to exceed limits on density only by 
purchasing a sufficient number of TDRs. In addition to facilitating envi- 
ronmental gains, compensation associated with TDRs will also help 
reduce incentives for illegal land conversion and address increasing ten- 
sions among regions with different economic growth prospects. The 
United States has a quite well-developed TDR system at both the federal 
and state levels. Drawing on international experience, Guangdong could 
pilot this mechanism, adapting it to the province's particular situation. If 
the pilot is successful, the mechanism could be expanded province-wide. 

Investing in People through More Equitable Service Delivery 

While opportunities are important, they must be seized and fully utilized 
by poor people to have a real impact on inequality. Therefore, the capac- 
ity of the poor to utilize opportunities is critical. Among the many factors 
that determine such capacity, three are particularly essential and can be 
influenced by government policies: educational attainment, skills, and 
health. Better-educated people with better skills and health have greater 
capacity to make use of the opportunities available to them. The govern- 
ment can therefore help poor people help themselves with a policy of 
investing in people through equitable and effective service delivery in 
basic education, vocational training, and health care. 

Granting Rural Children Equal Access to High-Quality Education 

Equal access to high-quality education is crucial for reducing inequality. 
Given the increasing importance of educational attainment to young peo- 
ple's competitiveness in the labor market, it is very likely that today's 
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inequality in access to high-quality education will translate into inequal- 
ity in income tomorrow. Based on an assessment of the current state of rural 
compulsory education, chapter 6 concludes with five recommendations. 

First, Guangdong province needs to put more emphasis on measuring and 
monitoring multiple dimensions of educational performance, with a particu- 
lar focus on gaps across groups to identify where the equity challenges 
really are. The current diagnostics are still very much focused on the 
school-age population, on average indicators or, at most, disaggregation 
across geographic areas, and on standard enrollment and transition rates, 
which provide only part of a more complex picture. It will be important 
to look at the educational performance of both the workforce and school- 
age populations, and across urban-rural areas, socioeconomic strata, and 
geographic areas. For a thorough diagnostic, a wider array of indicators 
should also be considered, such as dropout rate or standardized learning 
outcome indicators. 

Second, the subsidy that was designed to replace miscellaneous fees, which 
were collected by schools from parents to finance school operation expenses, 
needs to increase over time to help close the gap. While making rural com- 
pulsory education free, the new scheme that was implemented recently 
has put greater pressure on rural and disadvantaged areas in the provision 
of compulsory education. The current minimum standards of subsidies, 
which are 288 yuan per student for primary school and 408 yuan per stu- 
dent for junior secondary school for rural areas, are very low and do not 
even reach the level of the miscellaneous fees they are supposed to 
replace in very poor counties. The province is well aware of this issue and 
of the increasing pressure on rural schools, and it has planned some 
increases with, for instance, standards set at 350 yuan per student for pri- 
mary schools and 550 yuan per student for junior secondary schools in 
2009. This measure is a step in the right direction, but, as shown in the 
simple simulations presented in figures 6.40 and 6.41 in chapter 6, it will 
not be enough to make a substantial difference. 9 The analysis in chapter 
6 shows that about 390 yuan and 580 yuan per student, respectively, 
would be the minimum needed to fill the rural fee gap — that is, to make 
up for the average rural fees collected in 2004 at 2007 prices — and even 
that would only marginally help close the gap. What would really start to 
make a difference is a substantial increase in the minimum subsidies to 
rural schools that would allow their teacher salary allowances to reach the 
provincial average, and their operation and maintenance (O&M) budgets 
to reach the urban school standard. 



Overview 31 



Third, an improved funding formula for the subsidy in replacement of mis- 
cellaneous fees is needed. The high and increasing spending gaps between 
urban and rural areas in Guangdong clearly point to the need for differ- 
entiating urban and rural standards in replacement of miscellaneous fees 
to ensure that rural schools can satisfy basic needs. It is important to con- 
tinue working, as the province currently is, with minimum and pre- 
dictable subsidies per student that limit the scope for lengthy negotiations 
and provide strong incentives for efficient behavior. The issue is not about 
changing the subsidy per student approach, but, rather, getting a better 
grasp on what the subsidy "needs to buy" in rural areas and then adjust- 
ing the current minimum subsidy accordingly over the short to medium 
run. Rural school operation cost includes teacher cost, such as salary 
allowance/bonus for permanent teachers and substitute teachers, as well 
as O&M cost, such as basic school supplies, utilities, and simple classroom 
maintenance, which used to be covered, to the extent possible, by the 
miscellaneous fees that were collected by schools from parents. If the sub- 
sidy that is supposed to replace miscellaneous fees needs to allow rural 
schools to cover acceptable teachers' costs and O&M costs, then it would 
make sense to fix minimum acceptable standards for both — set at the 
provincial average or, more likely, other standard costs — and review the 
overall amount of the subsidy. As described in chapter 6, some useful 
examples of funding formulas from across the world could be used as a 
reference for Guangdong. 

Fourth, there is strong justification for a systematic, predictable, and 
well-articulated maintenance scheme. The analysis in chapter 6 shows 
that regular funding for O&M budget per student is much lower in 
rural areas — which typically experience faster dilapidation of school 
buildings — and differs across counties without an apparent logic. The 
policies for financing are also fairly different. These findings provide 
strong justification for the more structured, systematic, and predictable 
longer-term maintenance plan proposed for rural areas and already 
implemented by the province in 2008. One question is how this new 
plan would be best articulated with the subsidy in replacement of mis- 
cellaneous fees, which also cover some O&M. These two subsidies 
could, in principle, be seen as complementary, with the subsidy in 
replacement of fees covering just the basic O&M (supplies, utilities, 
minor classroom maintenance) and the separate maintenance subsidy 
feeding into a longer-term fund for more in-depth refurbishment and 
renovation of the infrastructure when the time comes. The articulation 
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between these two subsidies may need to be further reviewed to ensure 
their different purposes and mechanisms are well understood and imple- 
mented. Finally, the proposed 50-50 county-provincial cofinancing scheme 
(with a 100 percent county- and city-financed scheme in the PRD) 
seems to be a generally acceptable solution for ensuring rational infra- 
structure decisions and cost sustainability. 

Fifth, the textbook and needy student subsidies need to be reviewed further 
and rationalized. As above, the subsidy in replacement of fees and the 
textbook subsidy, which was extended to almost all compulsory educa- 
tion students in 2008, should be well articulated to ensure that they are 
complementary and to determine if it is justifiable to keep them separate 
now that they have the same coverage. How to ensure that the current 
textbook gap between urban and rural areas is filled remains an open 
question, as the textbook scheme has been extended to urban areas. One 
option for closing the gap would be to factor in a one-time supplement 
to the subsidy in replacement of fees for rural areas. 

The targeting of the subsidy for needy students may need to be 
reviewed. The planned 2008 increase in the subsidy for 20 percent of 
needy students in special difficulty — to include supplements of 500 yuan 
in primary and 750 yuan in junior secondary schools — is welcome, as it 
will help address the significant private education expenditure burdens 
faced by poor rural households. However, coverage of needy students still 
appears to be quite low and, more importantly, does not seem to adhere 
to very clear poverty logic when comparing beneficiary groups across 
counties and cities. The targeting of the subsidy may need to be reviewed 
to ensure it is at least allocated as equitably as possible. 

Overall, all of these measures to improve the FCE scheme will need to 
be accompanied by improved management practices at all levels to 
ensure that funds always reach their intended beneficiaries and do so in 
the most efficient way. The move toward giving schools more budget 
management responsibilities is positive, as they generally have better 
knowledge of needs and are accountable to their communities, and this 
approach is also consistent with the use of block grants per student. This 
move will need to be accompanied by coaching and training in financial 
management and procurement. 

Equipping Workers with Skills 

Workers' skills and education are an important constraint on growth as 
viewed by employers in Guangdong. In the World Bank's 2006 invest- 
ment climate assessment survey for China [World Bank 2006), which 
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covered 120 cities and 12,400 firms, 10 14 factors were ranked as poten- 
tial constraints on growth. Workers' skills and education were ranked as 
either the first or second most important constraint on growth by one- 
third of the Guangdong firms surveyed. Only access to dependable 
electrical power exceeded this in importance (see figure 7. 1 in chapter 7). 
At a national level, access to finance was ranked as the most important 
constraint on growth, followed by worker skills and education. Improve- 
ments in workers' skills are thus a high priority from the viewpoint of 
employers. 

Chapter 7 finds that Guangdong faces a series of interrelated challenges 
in meeting the rapidly changing skill needs of its economy and ensuring 
that the poor have the skills necessary to take advantage of the opportu- 
nities available to them. As in the case of compulsory education, lower fis- 
cal capacity in rural areas poses a major constraint, and the subsidies 
provided to reduce the urban-rural spending gap are limited. Given this 
context, it will be critical for Guangdong to use its public expenditures 
for skills development more effectively and efficiently, which will also 
involve stronger coordination of public and private skills initiatives, 
greater emphasis on demand-side financing, and other measures to 
address the skills development challenges, as described below. 

Strengthening coordination with a new governance framework. To 

achieve the national and local objective of a skilled workforce, a strong 
governance framework is required to coordinate Guangdong's diverse 
provider community for skills development. Faced with a similar diversity 
of state and nonstate providers, governments in countries such as Australia, 
Chile, Singapore, and South Africa have created coordination bodies. 
Their governance frameworks include national and regional training 
authorities run by governing boards, which have public and private mem- 
bers with roles and responsibilities defined in legislation and decrees. The 
duties and powers of these authorities vary, but all have the overarching 
objective of creating a more coherent policy and operations framework 
for providers and consumers of education and training, whose purpose is 
helping a workforce prepare for employment. Guangdong could establish 
its own provincial training authority with oversight and advisory respon- 
sibilities and, possibly, implementation responsibilities for some activities. 
Such training authorities serve as umbrellas for other market institutions 
that improve the operation of training markets. Their creation would 
address the growing fragmentation in the provision of skills and lead to a 
more strategic use of public expenditures. 
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Making financing bring about results. Changing how skills are financed 
is a powerful tool to get better results from public expenditures. While 
governments are concerned with mobilizing more financing for skills 
development, improving how money is spent can be even more important 
to meeting an economy's objectives for skills development. Incentives 
need to be put in place to encourage public and private providers to 
deliver education and training of good quality that is responsive to mar- 
ket demand. The incentives are already in place for private providers, since 
consumers who pay for services are not expected to continue enrolling in 
programs that do not produce results in employment and earnings. The 
same types of incentives can be put in place for public providers by 
financing them in ways that hold them accountable for good perform- 
ance. Performance-based budgeting (PBB), vouchers, and training funds 
are three instruments that Guangdong province may consider adopting. 

PBB replicates for public providers of education and training the incen- 
tives available to private providers. Rather than combining quantities and 
costs of inputs in a budget, PBB calls for agreement first on the results to 
be achieved — for example, the share of students who can pass national 
certification exams for the program, or the share who can find work using 
their skills in a given period of time — or even on targets such as raising 
the percentage of program completers. The budgeting process focuses on 
strategies to achieve these objectives and the activities to produce the 
results. Success is judged by whether key performance outcomes are 
achieved, and, if they are not, sanctions hold those responsible account- 
able. At the same time, managers and teachers must be given the tools 
with which to succeed, including adequate training and operating 
resources to accomplish the agreed-upon task and achieve the key per- 
formance indicators. 

Vouchers can be used to shift financing from the supply side of serv- 
ice delivery (that is, schools or training institutes) to the demand side (the 
end users). Those who receive government training vouchers can shop 
for training services and pay their service providers with the vouchers. 
Service providers can then get final payment from the government in 
exchange for the vouchers they have received. The vouchers thus help 
the government achieve two goals: first, they subsidize a targeted group 
of end users, such as young farmers with income below a certain thresh- 
old; and, second, they generate competition among providers. Some 
countries using such vouchers are Australia, Canada, Chile, Denmark, 
France, Germany, the United Kingdom, and the United States. 11 China 
has its own version, as found in the "Sunshine Program," which provides 
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rural migrants with support for training and personal expenses but with- 
out promoting competition for delivery of the training services. 

Some preconditions must be met for vouchers to meet their objectives. 
First, the user must have adequate information about the service to be 
bought. Second, there must be an adequate number of providers to pro- 
mote competition. These conditions are often difficult to meet, in which 
case training funds provide an intermediate step to vouchers, using financ- 
ing and competition to promote better outcomes for skills development. 
Training funds are used worldwide — Malaysia and Singapore offer good 
examples — to encourage more enterprises to offer training and to buy 
training services competitively on the open market from public and pri- 
vate providers [Dar, Canagarajah, and Murphy 2003). The financial 
sources of training funds often include a tax on employer payrolls of 1 to 
2 percent, government budget provided by general taxation, and, in some 
countries, donors and financing agencies like the World Bank. The funds, 
in turn, buy training services for target groups, using competitive pro- 
cedures or levy-grant arrangements in which they disburse funds to 
enterprises to carry out approved training programs. 

Opening the market to nonstate provision. While skills development 
often requires government financing for reasons ranging from positive 
externalities to the need to support the poor, services in education and 
training can be supplied by both state and nonstate providers. Opening 
the market to nonstate providers reduces pressure on the government as 
a provider of services and mobilizes nonstate capital in building educa- 
tional and training capacity. In Guangdong, nonstate providers of both 
education and training are relatively underdeveloped, with an estimated 
7 percent of training capacity in secondary education being privately 
owned. The available evidence of this capacity highlights its responsive- 
ness to market demand but also raises questions about the quality of serv- 
ices it provides. 

The government can take steps to promote the expansion of nonstate 
capacity and strengthen regulations to safeguard quality. As a starting 
point, a clear set of regulations that do not discriminate against private 
providers — including, for example, opening access to public financing for 
private education and training — is needed. The intent of state regulation 
of private providers is to protect consumers from exploitation and abuse. 
Licensing, for example, is an instrument of the state that applies mini- 
mum standards for private training activities in return for the legal right 
to offer these services. Public information on performance and abuses can 



36 Reducing Inequality for Shared Growth in China 



serve as a low-cost means of regulating private education and training. 
Information on accreditation, for example, can help consumers sort good 
from bad training, both public and private. 

Developing market institutions. Guangdong would benefit from giving 
more attention to strengthening its market institutions. Functions of mar- 
ket institutions — such as producing and disseminating market informa- 
tion, setting competency standards and testing, certifying those who meet 
them, and licensing and accrediting education and training providers — 
help guide the decisions made by all participants in labor markets. A 
provincial qualifications authority, operating independently or under the 
direction of a provincial training authority, holds promise for improving 
the quality and relevance of education and training. Countries like Ireland 
and New Zealand have introduced national qualifications authorities for 
this purpose. These authorities play a role in defining qualifications, set- 
ting competency standards, and testing individuals and certifying skills — 
functions that are now performed by the Department of Labor and Social 
Security. 

Carrying forward school-based reforms. Along with the measures out- 
lined above, school-based reforms will influence how successful 
Guangdong is in adjusting the skills of its workforce to the changes taking 
place in the economy. With support from the World Bank, the province is 
currently piloting school-based reforms in several public training institu- 
tions. The reforms include strengthening links between schools and local 
industry, improving school management and instructional capacity, intro- 
ducing a modular competency-based curriculum focused on competencies 
sought by employers, and upgrading instructional equipment and facilities. 
Successful implementation can help enhance the quality and relevance of 
skills training offered by public training institutions across the country and 
across line ministries, thereby improving the use of public resources. 

Providing Adequate Health Care to the Poor and Disadvantaged 

Inequality of income and wealth oftentimes stems from inequality of 
health outcomes. Not only have many of the poor been driven into 
poverty by illness, but less than satisfactory health conditions also hinder 
people from exploring economic opportunities for greater income and 
wealth. Equal access to good health care services is, therefore, crucial to 
reducing inequality. In this regard, chapter 8 finds a great deal of poten- 
tial for improvement in Guangdong province, particularly in the financ- 
ing of health care services. 
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How can an economy achieve a distribution of health care services that 
is more nearly equal than its distribution of income? Obviously, income 
redistribution or subsidies are inevitable. Such redistribution is often car- 
ried out in one of two ways. The first is through the government budget, 
which involves collecting revenue through taxation and spending dispro- 
portionately on health care to subsidize lower-income households and 
regions. The second is through health insurance schemes, which involves 
collecting revenue in the form of contributions and spending dispropor- 
tionately on health care to subsidize higher-risk individuals. Substantial 
room for improvement exists in Guangdong's health financing system in 
both respects — for example, through the three policy actions described 
below. 

First, the provincial government could review the current situation of inter- 
governmental finance for health care services to identify gaps and develop 
an action plan aimed at a much higher degree of equalization. For exam- 
ple, in the current regime, the general transfers from the provincial budget 
to counties are determined by a formula that has been designed such that 
counties with faster growth in fiscal revenues receive higher transfers. 
Although this formula may provide a good incentive for revenue creation, 
the fact that indicators of social sector development are missing deserves 
attention. Reducing inequality and building a harmonious society require 
the allocation of transfers to the needy. 

Second, actions can be taken to strengthen the role of the Medical 
Assistance (MA) system. The MA system is a special program in China's 
health safety net, designed to provide financial assistance for medical 
expenses and contributions from the New Rural Cooperative Medical 
Scheme (NRCMS) to specific groups of the vulnerable population, 
mostly the neediest. It is therefore a very important instrument for reduc- 
ing poverty and inequality. In Guangdong, the targeted population 
includes Tekun, Wubao, and Dibao households and those who suffer from 
large and potentially impoverishing medical expenses. 12 

However, this instrument appears to be seriously underutilized in 
Guangdong province. In terms of per capita MA, Guangdong province is 
the fifth lowest among all of China's provinces. With spending of only 
200 yuan per capita, Guangdong falls far behind comparable provinces 
such as Shandong (984 yuan), Zhejiang (1,073 yuan), and Shanghai 
(2,184 yuan). Although it would be good news if the need for MA in 
Guangdong were really almost 5 times lower than in Zhejiang and 10 times 
lower than in Shanghai, this appears unlikely, given the annual spending 
on health of 96 yuan among the poorest 20 percent of Guangdong's 
population. The large number of migrants may have contributed to the 
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low level of per capita spending, but this factor does not seem signifi- 
cant enough to explain the gap with other provinces, such as Shanghai 
and Zhejiang, which also have large migrant populations. 

In addition, it appears that Guangdong's MA scheme is underdisbursed 
in some places. In one poverty-stricken county for which data were made 
available, the county's MA scheme spent 0.05 million yuan in 2005 and 
ended up with a surplus of 1.4 million yuan. In the following year, 
spending increased to 0.5 million yuan, while the surplus accumulated to 
1.5 million yuan. In 2007, spending fell to 0.2 million yuan, while the sur- 
plus was 10 times larger at 2.2 million yuan. It is therefore important for 
the government to review the functioning of the existing MA system and 
take necessary action to strengthen its role. 

Third, the provincial government could consider piloting greater pooling for 
the NRCMS. The NRCMS is an insurance scheme, and one of the most 
important functions of a health insurance scheme is to pool the health 
risks of its enrollees. Through pooling, it transforms the unpredictable 
risks of large amounts of expenses into predictable small and regular 
contributions for insurance premiums, which provides protection for its 
enrollees. In other words, it equalizes health risks among high-risk and low- 
risk individuals. A larger pool can bring lower costs and greater efficiency. 

In this regard, neither Guangdong nor the rest of China has yet fully 
explored the potential of NRCMS, since the level of pooling remains very 
low — almost universally at the county level. If the political and economic 
obstacles — which are admittedly formidable — could be removed, and a 
greater pooling could at least be piloted, Guangdong could substantially 
increase the protection of its rural households against health risks with- 
out a proportional increase in government spending. 

Like labor training services, health services can be financed by the gov- 
ernment from the demand side or the supply side. In subsidizing patients, 
both the MA system and NRCMS are instruments of demand-side 
financing. With well-functioning demand-side financing, health service 
providers could find themselves in an environment in which the costs of 
services — including the costs of fixed assets such as buildings and equip- 
ment, as well as the true market costs of health workers — are fully recov- 
ered by the payments of users, who are covered by various financing 
programs. Health service providers would be able to finance their own 
investments and pay market-level compensation to their staff. 

When demand-side financing is not functioning well and health serv- 
ices are underpriced in relation to real costs, health service providers have 
difficulty raising funds to finance investments. This seems to be the case 
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in rural Guangdong and the non-PRD regions. For example, an average 
rural township health center in the PRD region has 2.44 beds per 1,000 
population, while in non-PRD regions, this ratio is only 0.79. A clear 
regional disparity also exists in the density of health professionals among 
different municipalities and regions in Guangdong province. Out of the 
21 municipalities, 12 have a physician density lower than the provincial 
average, and 8 have a physician density even lower than the mountainous 
neighboring province of Guizhou, one of the least developed provinces in 
China. 

The Guangdong provincial government has the option to increase its 
health spending on the supply side in the short run, in which case the 
government would cover the costs of fixed-asset investments for public 
health providers in exchange for discounted prices of their services for 
users. In the long run, along with the scaling up of health insurance 
schemes as well as the development of purchasing services, the health 
services in the lagging areas could be fully financed through demand-side 
financing. 

Conclusion 

After three decades of continuous, fast economic growth, China has 
entered a new phase of development in which inequality has become one 
of the top challenges on its development agenda. Not only does the trend 
of rising inequality weaken social cohesion and fuel conflicts and instabil- 
ity, but it also undermines the credibility of market-oriented reform and 
hinders longer-term development. 

While the economic downturn caused by the global crisis in late 2008 
might have forced policy makers to focus on short-term actions needed 
to stimulate the economy and maintain growth, it is important to recog- 
nize that longer-term issues, such as unbalanced growth whose benefits 
have not been shared broadly, will determine the ultimate vitality of the 
economy and the cohesion of the society. Experience suggests that 
inequality, which tends to constrain domestic consumption, may ulti- 
mately hurt economic growth. As a result, GDP growth is forced to fol- 
low an unbalanced path, with an increasingly high reliance on investment 
and exports, until it becomes unsustainable. 

As China's powerhouse for economic growth and a pioneer of reform 
and opening up over the past three decades, Guangdong province has the 
opportunity — and also bears the responsibility — to lead the nation again 
by exploring a new pattern of pro-poor and more equitable growth. 
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To this end, a comprehensive strategy is needed for Guangdong to reduce 
inequality. 

While it is a common perception that reduction in inequality can only 
be achieved at the expense of efficiency and growth, the truth is more 
complicated. As described earlier, inequality needs to be viewed as having 
three aspects: absolute poverty, inequality in opportunities, and inequal- 
ity in outcomes. Absolute poverty is in fundamental conflict with the 
social values of most societies, and certainly those of China. Elimination 
of absolute poverty has, therefore, its own value that is independent from 
efficiency and growth. Reducing inequality in opportunities enhances, 
rather than conflicts with, efficiency and growth. Containing inequality in 
outcomes can also promote efficiency and growth to the extent that it 
can help ensure an even playing field or prevent theft of public property 
and abuse of public power through corruption. It is only when the focus 
is on reducing the "good" element of inequality in outcomes — that is, the 
inequality in income and wealth that reflects performance variations — 
that efficiency and growth will be compromised. 

Based on this conceptual framework, this study recommends that 
Guangdong province adopt a three-pillar strategy of reducing inequality: 
eliminating absolute poverty, reducing inequality in opportunities, and 
containing inequality in outcomes. Central to this strategy, and indeed 
central to the economic reform over the past three decades, is the role of 
the state. Defining the appropriate role of the government in relation to 
private individuals and the market is critical to the success of every aspect 
of this strategy. 

The appropriate role and level of government intervention differs 
among the pillars of the strategy. Eliminating absolute poverty is a 
responsibility that falls squarely on the shoulders of the government. 
While the involvement of private individuals and civil society is to be 
promoted, and while social protection programs should be designed in a 
way to encourage individual efforts, the state should assume the ultimate 
responsibility. Reducing inequality in opportunities, however, requires 
the proper combination of government intervention with market forces. 
The high degree of complexity notwithstanding, the most frequently 
observed pattern is a coexistence of inadequacy and excessiveness of 
government action — inadequate in areas where the government has the 
responsibility to fulfill, such as financing social services and ensuring 
quality, and excessive in areas where the government has some power to 
exercise. A greater emphasis on accountability in government actions is 
the key to improvement. 
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With its strong will to reform and its solid economic foundation, 
Guangdong is well positioned to take on these new challenges and imple- 
ment such a comprehensive approach to reducing inequality. A range of 
policies recommended in this study can be considered to eliminate absolute 
poverty, boost rural income by giving people opportunities, and invest in 
people through more equitable service delivery. Guangdong's success in 
fostering shared growth will not only position it again as the leader of 
China's new phase of development; it can also provide a valuable example 
to other countries that are grappling with similar challenges. 



Notes 

1. The PRD region comprises nine municipalities: Dongguan (DG), Foshan 
(FS), Guangzhou (GZ), Huizhou (HZ), Jiangmen (JM), Shenzhen (SZ), 
Zhaoqing (ZQ), Zhongshan (ZS), and Zhuhai (ZH). The five municipalities 
in the northern region are Heyuan (HY), Meizhou (MZ), Qingyuan (QY), 
Shaoguang (SG), and Yunfu (YF). The three municipalities in the western 
wing are Maoming (MM), Yangjiang (YJ), and Zhangjiang (ZJ). The four 
municipalities in the eastern wing are Chaozhou (CZ), Jieyang (JY), Shantou 
(ST), and Shanwei (SW). 

2. For more detailed discussion of poverty lines, refer to World Bank (2009). 

3. This poverty line is the median of all 75 national poverty lines for developing 
countries used in the World Bank (2009) study. 

4. See chapter 1, box 1.1, for a description of the data. A two-stage probability 
proportionate to size (PPS) sampling approach, in which the probability of 
selecting a sampling unit is proportional to the size of its population, was 
used to draw samples of counties (cities) and rural (urban) households. The 
national sample is representative at the national level. The difficulty in cap- 
turing the migrant population has been a challenge for analysis of related 
subjects. 

5 . The only PRD city with a hospital delivery rate below the provincial average 
was Zhuhai, which has a relatively developed economy and good perform- 
ance on health services. Its lower hospital delivery rate was mostly due to a 
different recording and monitoring approach. A hospital delivery rate is the 
number of hospital deliveries in a year as a percentage of the number of preg- 
nant women recorded by health institutions in a city, including those who are 
recorded in one city and deliver their children in another. Zhuhai has pio- 
neered a more effective approach to recording the number of pregnant 
women, which makes the number of pregnant women appear larger than 
otherwise. 

6. This section draws on Zhang 2009. 
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7. It should be noted that in most OECD countries, the GMIs are of very mod- 
est level and coverage, as they usually represent one basic component of a 
broader social assistance system. 

8. A Chinese unit of land area, one mu equals 0.16 acre. 

9. These are admittedly very simplified simulations based on 2007 revenue data, 
since full data for 2008 are not yet available. 

10. Cities in the Guangdong sample included Dongguan, Foshan, Guangzhou, 
Huizhou, Jiangmen, Maoming, Shantou, Shenzhen, and Zhuhai. 

11. See, for example, Bruttel (2005); Gasskov (2000); West et al. (2000); 
Finkelstein and Grubb (2000); and Carnoy and McEwan (2001). 

12. The term Tekun refers to households in extreme poverty identified by local 
authorities and therefore eligible for basic social assistance provided by the 
government. Tekun programs operated as the basic social assistance scheme in 
localities where basic living allowance programs did not exist. Wubao refers to 
households without income, family support, or working capacity, and there- 
fore eligible for guaranteed protection by the local government in the form of 
support for food, clothing, medical care, housing, and burial expenses. 
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CHAPTER 1 



Understanding Poverty and 
Inequality in Guangdong 



Benefiting from years of economic reform, Guangdong has achieved 
remarkable growth relative to the rest of China and even other countries. 
Guangdong now has the largest economy among China's provinces and, 
in 2007, accounted for 11.3 percent of the country's aggregate GDP — a 
much greater proportion than other leading provinces and municipalities 
(figure 1.1). With an aggregate GDP of $3 28 billion (current international 
purchasing power parity [PPP]) in 2007, Guangdong outperformed the 
East Asian newly industrialized economies of Hong Kong, China; 
Singapore; and Taiwan, China (figure 1 .2). The size of Guangdong's econ- 
omy is even comparable to that of other developed countries around the 
world, such as Austria, Sweden, and Switzerland. 

Although Guangdong's large population lowers its ranking in terms of 
per capita income, its per capita income level is still relatively high. In 
2007, Guangdong ranked sixth among the leading provinces (cities) in 
terms of per capita income and, as shown in figure 1.3, below all the 
newly industrialized economies. However, it still had a per capita income 
of around 1.8 times the national average at $4,538 (33,151 yuan). 1 



This chapter was written by Dewen Wang of the Chinese Academy of Social Sciences. 
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Figure 1 .1 Comparison of GDP and Per Capita GDP across China's 
Provinces, 2007 
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Source: National Bureau of Statistics 2008. 

Note: Province names are abbreviated as follows: Anhui (AH), Chongqing (CQ), Fujian (FJ), Gansu (GS), Guangxi 
(GX), Guizhou (GZ), Hainan (HAN), Hebei (HEB), Heilongjiang (HU), Henan (HN), Hubei (HUB), Hunan (HUN), Inner 
Mongolia (IM), Jiangxi (JX), Jilin (JL), Liaoning (LN), Ningxia (NX), Qinghai (QH), Shaanxi (SAX), Shanxi (SX), Sichuan 
(SC), Tibet (TB), Xinjiang (XJ), Yunnan (YN). 

Figure 1 .2 GDP of Guangdong and East Asian Newly Industrialized Economies, 
2007 
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Sources: World Bank 2008; Guangdong Bureau of Statistics 2008; Council for Economic Planning and 
Development (Taiwan, China) 2008. 
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Figure 1 .3 Per Capita GDP of Guangdong and East Asian Newly Industrialized 
Economies, 2007 
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Sources: World Bank 2008; Guangdong Survey Department of the National Bureau of Statistics 2008; Council for 
Economic Planning and Development (Taiwan, China) 2008. 

Despite these achievements, Guangdong still faces significant chal- 
lenges with respect to poverty and inequality. As one of China's richest 
provinces, Guangdong is excluded from the national poverty alleviation 
program that targets the poor localities of China. However, Guangdong 
has designated 1 6 of its own counties — all located in the lagging northern 
mountainous region and eastern and western regions — as poor. Poverty is 
concentrated in rural areas, with 89.9 percent of Guangdong's poor living 
in rural areas. Development across the province has been uneven, and 
Guangdong's annual per capita GDP growth rate of 1 1 .4 percent 
between 1978 and 2007 has not translated into commensurate growth 
in incomes — rural income grew at an annual rate of 6.8 percent, while 
urban income grew at 7.2 percent annually over the same period. As 
shown in figure 1 .4, the ratios of both rural and urban incomes to per capita 
GDP have declined over time due to the uneven growth of per capita 
GDP with respect to rural and urban incomes, mirroring a similar trend 
at the national level and in other leading provinces. 

To develop effective policies for addressing these challenges, a better 
understanding of the extent and nature of poverty and inequality is 
needed. This chapter assesses the current poverty situation in Guangdong, 
drawing on rural and urban household survey data (as described in box 1.1) 
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Figure 1 .4 Ratio of Rural and Urban Incomes to Per Capita GDP 
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Source: Guangdong Bureau of Statistics 2008. 
Box 1.1 

Guangdong Rural and Urban Household Survey Data 

Household data are crucial to poverty and inequality analysis. They contain dis- 
aggregated information on a series of important variables, including household 
size, demographic characteristics, income and consumption, education and 
health, transfers, and social welfare. This information can be used to develop a 
profile of poverty and to understand the extent and sources of inequality. 

The Guangdong Survey Department of the National Bureau of Statistics is in 
charge of rural and urban household surveys at the provincial level and is part of 
the national rural and urban household survey network in China. This department 
follows the methodologies designed by the National Bureau of Statistics to draw 
counties (cities) and rural (urban) households. The sampling technique is a two- 
stage probability proportionate to size (PPS) approach — that is, the probability of 
selecting a sampling unit is proportional to the size of its population. 

The rural household survey in Guangdong covers 30 counties and 2,560 rural 
households, of which 10 counties (830 rural households) are in the Pearl River 

(continued) 
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Box 1.1 (continued) 

Delta (PRD) area, 1 counties (890 rural households) are in the eastern and western 
areas, and 10 counties (840 rural households) are in the northern areas. The rural 
household survey is rotated completely every five years. 

Before 2007, the urban household survey in Guangdong covered 1 8 cities and 
1,600 urban households, of which 9 cities (950 urban households) were in the 
PRD area and 9 cities (650 urban households) were in non-PRD areas. Since 2007 
(including 2007), Guangdong has expanded its sampling size of urban house- 
holds in those cities to 3,150 households. Although the urban surveys, in theory, 
capture all residents, including those without urban local hukou, it should be noted 
that the data may not be fully representative, because it is difficult to capture 
those living in dormitories or places without street addresses. 

It should be recognized that the 2,560 rural households and 1,600 urban 
households covered by the surveys represent a relatively small sample, account- 
ing for only 0.019 percent of all rural and urban households in Guangdong. 
Although this sample size may be too small to draw detailed conclusions regarding 
a small subset of those surveyed at the provincial level, such as rural Dibao benefi- 
ciaries in Guangdong, it is still useful for examining poverty and inequality issues 
in general. The daily record accounting system helps ensure high-quality data: 
the sampled rural and urban households are asked to record their cash income 
(expenditures) daily and their noncash income (expenditures) monthly, and the 
information is reported to the statistical agencies quarterly and aggregated for 
every household annually. 

Source: Guangdong Survey Department of the National Bureau of Statistics. 



to determine the incidence and distribution of poverty and to develop a 
profile of the poor. It also looks at the current situation of income inequal- 
ity and the various sources of this inequality. This analysis can inform the 
development of pro-poor growth policies in Guangdong, as well as policies 
related to the rural Dibao program, education and training, health, labor 
market development, land reform, finance, and industrial transfers. 



Measuring Poverty in Guangdong 

Before discussing specific poverty rates in Guangdong, it is necessary to 
explain the methodology used in this analysis, since poverty can be 
measured in several different ways, yielding very different results. One 
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basic choice is whether to use income or consumption as an indicator of 
well-being. This analysis presents both income- and consumption-based 
poverty measures, when available. In general, income is considered to be 
a measure of welfare opportunity, while consumption is considered to be 
a measure of welfare achievement. If detailed information on consump- 
tion is available, consumption may be a better indicator, since actual con- 
sumption is more closely related to well-being in terms of having enough 
to meet current basic needs. Furthermore, getting an accurate measure 
of consumption may be easier than trying to estimate income, particu- 
larly in poor agrarian economies and urban economies with large infor- 
mal sectors. 

Both the income- and consumption-based approaches are justifiable, 
but, as described in World Bank (2009), a key economic issue is whether 
the poor save and why. Consumption-based measures give no weight to 
household savings, while income-based measures treat them on par with 
consumption. Under the same poverty line, consumption poverty inci- 
dence is often higher than income poverty incidence because individuals 
or households do not spend all their earnings, and they save some money 
for future consumption or to prepare for uncertainties. 

Another central issue in poverty measurement is the selection of a 
poverty line. A range of poverty lines have been used in China. They are 
compared in table 1.1, and can be listed as follows: 

• Official poverty line — traditionally used by the government to monitor 
rural poverty in China (value of 785 yuan per capita per year in 2007). 



Table 1 .1 Poverty Lines in China 







Value 


As percentage 






(yuan per 


of mean rural per capita 






capita per 


income in Guangdong 




Year 


year) 


(5,335 yuan in 2007) 


Official rural poverty line 


2007 


785 


14.7 


Basic needs line 


2003 


864 


16.2 


Low-income line 


2007 


1,067 


20.0 


Dollar-a-day line 


2007 


1,132 


21.2 


Rural Dibao threshold (population- 








weighted average for Guangdong) 


2007 


1,520 


28.5 



Sources: Basic needs and dollar-a-day lines from World Bank 2009. Official poverty line and low-income line from 
the National Bureau of Statistics 2008. Dibao threshold from the Department of Civil Affairs of Guangdong, 
http://www.gdmz.gov.cn/. 
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• Basic needs line — developed by Chen and Ravallion (see Chen and 
Ravallion 2004), anchored to 2,100 calories per person per day, 
with 75 percent of the calories from food grains, and an allowance 
for basic nonfood consumption (value of 864 yuan per capita per 
year in 2003). 

• Low-income line — introduced by the government in 2000 to monitor 
the situation of households above the official poverty line but below a 
low-income threshold (value of 1,067 yuan per capita per year in 
2007). 

• Dollar-a-day line — typically used for international poverty monitor- 
ing, and strictly corresponding to $1.08 per person per day at 1993 
(PPP) (value of 1,132 yuan per capita per year in 2007). 

• Dibao threshold — not a poverty line, per se, but significant because it 
represents the locally selected minimum living standard for the Dibao 
assistance program, which provides support for households living 
below the threshold level (population-weighted average threshold 
level of 1,520 yuan in 2007 for rural Guangdong). 

As shown in table 1.1, all of these lines represent a small fraction of 
mean rural per capita income in Guangdong and are arguably too low for 
Guangdong, particularly given its level of development relative to other 
provinces in China and to other country economies. As argued in World 
Bank (2009), even at the national level, the official poverty line is low by 
international standards and relative to mean incomes and growing aspira- 
tions within China. In a comparison of the 76 countries for which 
national poverty line data are available, China was one of 1 1 countries 
with national poverty lines below a dollar a day (Ravallion, Chen, and 
Sangraula 2008). Figure 1.5 shows where China's poverty line stood rel- 
ative to upper-middle-income countries 2 — a relevant comparison for 
Guangdong, given its movement into upper-middle-income status — and 
other East Asian countries. It also highlights the countries with poverty 
lines similar to China's poverty line of $25.89 per capita per month at 
2005 PPP, such as Burkina Faso ($26.27), Chad ($26.60), and Malawi 
($26.1 1). China's national poverty line was much lower than the poverty 
lines of other developing East Asian countries, as shown in table 1,2. To 
reflect Guangdong's movement into upper-middle-income status, this 
analysis uses a higher poverty line of $2 per day, equivalent to 2,263 yuan 
in 2007, for rural Guangdong. The selection of this poverty line is aligned 
with the World Bank's approach of using the $2-per-day line for monitor- 
ing poverty in economies where cost-of-living and income levels are 



Figure 1 .5 Comparison of National Poverty Lines 
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Source: Ravallion, Chen, and Sangraula 2008. 

Wofe/The survey years for this poverty-line information ranged from 1 991 to 2005. Urban poverty lines were used for some countries, because the 2005 PPP rates were from urban centers 
for these countries. Based on the International Comparison Program (ICP) sampling information, the 2005 consumption PPPs were treated as urban PPPs for Argentina, Brazil, Cambodia, 
Chile, China, Thailand, and Uruguay. For additional information, see Ravallion, Chen, and Sangraula (2008). 
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Table 1 .2 Comparison of National Poverty Lines in 
East Asia, Selected Countries 







Poverty line per 




Survey 


capita per month 


Country 


year 


(2005 PPP$) 


Mongolia 


2002-03 


57.88 


Thailand a < b 


1992 


57.58 


Philippines 


1988 


46.02 


Cambodia a - b 


2004 


42.80 


Indonesia 


1999 


32.63 


Vietnam 


2002 


32.52 


Lao PDR 


1997-98 


32.10 


China b 


2002 


25.89 



Source: Ravallion, Chen, and Sangraula 2008. 

a. Urban poverty lines were used, since the 2005 PPP rates were from 
urban centers for these countries. For Cambodia, the urban poverty line is 
a simple average of that for Phnom Penh and other urban poverty lines. 

b. Based on International Comparison Program sampling information, the 
2005 consumption PPPs were treated as urban PPPs. For these countries, 
both poverty lines and food poverty lines are urban poverty lines. 



higher. To reflect the cost-of-living differences between rural and urban 
areas, this analysis applies a higher poverty line of 3,195 yuan in 2007 for 
urban Guangdong. These lines represent 42.4 percent and 20.2 percent 
of mean rural and urban per capita incomes, respectively, in Guangdong 
in 2007. 

Once the poverty line was selected, different poverty indexes could be 
used to analyze poverty in terms of incidence, depth, and severity. As 
described in box 1 .2, poverty incidence refers to the number of people 
who are below the poverty line. Poverty depth and severity take into 
account how poor the poor are, with poverty severity giving more weight 
to those who are very poor. This analysis uses all three indexes to assess 
the extent of poverty in Guangdong. 

The Current Poverty Situation in Guangdong 

This section aims to measure the level, distribution, and dynamics of 
poverty in Guangdong to gain a better understanding of the current 
overall situation and to develop a profile of the poor to identify what 
types of households and individuals may be more vulnerable to 
poverty. 
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Box 1.2 

Measuring the Incidence, Depth, and Severity of Poverty 

Three poverty indexes are often used in poverty measurement and analysis: 
poverty incidence, poverty depth, and poverty severity. Although the indexes 
measure different things, they are complementary and together can provide a 
multidimensional picture of the poverty situation. 

Poverty incidence. Referred to as the poverty ratio, headcount index, or head- 
count ratio, poverty incidence measures the proportion of households or individ- 
uals whose incomes are below a given poverty line. This indicator shows how 
many people are living in poverty at a given poverty line, but it does not differen- 
tiate between two regions that have the same level of poverty incidence but dif- 
ferent degrees of poverty severity. 

Poverty depth. Referred to as the poverty gap, poverty depth measures the 
normalized income gap between the poverty line and the income of the poor. 
This indicator assumes the poverty gap for the nonpoor is zero. It only captures 
the income difference between the poverty line and the income of the poor, 
which reflects the resources required to eradicate poverty completely in a given 
location. 

Poverty severity. Poverty severity measures the average value of the square of 
the depth of poverty for each individual or household. The poverty severity index 
gives more weight to very poor than to less poor, so it incorporates the income 
distribution of the poor into the poverty analysis. Along with other indicators, this 
index can be used to assess the effectiveness of poverty alleviation measures in 
reaching the very poor. 

Source: Haughton and Khandker 2009. 

Headcount 

The incidence of poverty remains high in rural areas of Guangdong, at 
10.28 percent in 2007 compared to only 1.65 percent in urban areas 
(table 1.3). Rural consumption poverty, which arguably provides a bet- 
ter sense of the well-being of rural households, was over 8.0 percentage 
points higher than income poverty in 2007. In contrast, the difference 
between the headcount indexes of urban income and consumption 
poverty was only 0.1 percentage points in 2007, suggesting that urban 
households in general enjoy fewer financial constraints, better social 
security support, and more stable employment and income than rural 
households. 
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Table 1 .3 Poverty Headcount, Depth, and Severity 
in Guangdong, 2007 ($2-Per-Day Poverty Line) 

percent 





Income 


Consumption 


Poverty indicators 


poverty 


poverty 


Headcount index 






Rural areas 


10.28 


18.64 


Urban areas 


1.65 


1.55 


Poverty depth 






Rural areas 


2.43 


3.97 


Urban areas 


0.57 


0.26 


Poverty severity 






Rural areas 


0.89 


1.26 


Urban areas 


0.31 


0.07 



Source: Guangdong Survey Department of the National Bureau of Statistics 2007. 



The large disparities between Guangdong's rural and urban areas are 
unsurprising, given the sizable differences in income levels. Figure 1.6 
shows that, although the distribution of income follows the same pattern 
in rural and urban areas, urban median income is much higher than rural 
median income. 

Depth 

The poverty depth indexes also point to significant differences in rural 
and urban poverty in Guangdong. A particularly large gap between urban 
and rural areas can be seen in terms of consumption poverty — as shown 
in table 1.3, the consumption poverty depth index for urban areas was 
0.26 in 2007, compared to 3.97 for rural areas. As in the case of head- 
count poverty, consumption poverty depth was higher than income 
poverty depth in rural areas, while income poverty depth was higher than 
consumption poverty depth in urban areas. 

Severity 

The poverty severity indexes also underscore the problem of rural 
poverty in Guangdong. Again, the consumption poverty severity index for 
rural areas, at 1 .26 in 2007, was much higher than for urban areas, at 0.07. 
Again, as in the case of headcount poverty and poverty depth, consump- 
tion poverty severity was higher than income poverty severity in rural 
areas, while the opposite was true for urban areas. An analysis of house- 
hold savings rates in 2007 suggests that one possible reason for these 
urban-rural differences across all three poverty measures is that the urban 
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Figure 1 .6 Urban and Rural Income Distribution in Guangdong, 2007 
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Source: Guangdong Survey Department of the National Bureau of Statistics 2007. 

Note: The 2007 rural prices and the cost-of-living difference between rural and urban areas estimated by Brandt 
and Holz(2005). 

poor try to smooth their consumption by drawing down from their sav- 
ings, or dissaving. The same behavior is evident among rural households, 
but the dissavings rates are relatively lower. 

Distribution 

Another way to assess the poverty situation in Guangdong is to test the 
sensitivity of poverty incidence to shifts in the poverty line. As shown in 
figure 1.7, the incidence of rural income poverty rises rapidly as the 
poverty line level increases. In contrast, the incidence of urban income 
poverty is less sensitive to changes in the level of the poverty line. The dif- 
ference in poverty incidence between urban and rural areas widens with 
the rise of the poverty line, again reflecting that rural poverty is more sen- 
sitive to the level of the poverty line. 

In terms of geographic distribution, poverty in Guangdong is predom- 
inantly a rural phenomenon, with 89.9 percent of the poor living in rural 
areas. As one would expect, both rural and urban poverty are concen- 
trated in the less developed parts of Guangdong, namely in the areas out- 
side the Pearl River Delta (PRD) area. As shown in table 1 .4, the western 
and eastern areas had the highest total rural poverty headcount indexes 
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Figure 1 .7 Sensitivity to the Poverty Line in Urban and Rural Guangdong, 2007 
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Source: Guangdong Survey Department of the National Bureau of Statistics 2007. 

Note: Foster-Greer-Thorbecke (FGT) curves are often used to illustrate the headcount index, depth, and severity 
of poverty with changes in the poverty line. 



Table 1 .4 Concentration of Rural Poverty in Guangdong ($2-Per-Day 
Poverty Line) 



Poverty indicators 


Headcount index 


Distribution of the poor 


2005 


2007 


2005 


2007 


Income poverty 










Pearl River Delta 


5.8 


4.7 


12.1 


13.2 


West and east areas 


23.1 


18.1 


62.5 


67.0 


North areas 


11.0 


6.2 


25.4 


19.8 


Consumption poverty 










Pearl River Delta 


9.4 


10.4 


13.6 


16.2 


West and east areas 


33.1 


32.4 


62.6 


66.3 


North areas 


14.8 


9.9 


23.8 


17.5 



Sources: Guangdong Survey Department of the National Bureau of Statistics 2005, 2007. 



and the largest proportion of the rural poor in 2007, followed by the 
northern areas. The western and eastern areas also had the highest rates 
of rural consumption poverty, although, surprisingly, the incidence of 
rural consumption poverty in the PRD areas was higher than in the 
northern areas. This relatively higher rural consumption poverty rate in 
the PRD areas may be explained by savings differences among different 
regions of Guangdong. For example, the savings rate of rural households 
in 2007 was 30.7 percent in the PRD areas, compared to 19.8 percent in 
the northern areas. 
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The distribution of urban poverty between PRD and non-PRD areas 
differed according to income and consumption poverty, with PRD areas 
having a somewhat higher proportion of the urban population who were 
income poor in 2007, but a much lower proportion of the urban popula- 
tion who were consumption poor, due to larger discrepancies in the 
income and consumption poverty rates (table 1.5). 

Interestingly, the less developed areas of Guangdong appear to have 
made greater strides in reducing headcount poverty in recent years. As 
shown in table 1 .4, from 2005 to 2007, the rural income poverty head- 
count indexes fell by 5.0 percentage points in the western and eastern 
areas and 4.8 percentage points in the northern areas but only 1.1 per- 
centage points in PRD areas, owing to faster growth in the non-PRD 
areas. Moreover, the incidence of rural consumption poverty in the PRD 
areas increased from 9.4 percent in 2005 to 10.4 percent in 2007 owing 
to the rapid increase in savings rates in this area, from 24.9 percent to 
30.7 percent, over the same period. In urban non-PRD areas, with rapid 
wage growth, urban income poverty fell significantly between 2005 and 
2007, reversing the distribution of urban poor between PRD and non- 
PRD areas (table 1.5). 

The analysis also shows differences in rural poverty according to geo- 
graphic topography. The rural poor were concentrated in the hilly and 
mountainous areas of Guangdong, where they were mainly engaged in 
farming and had fewer opportunities for labor migration, although the 
income poverty headcount indexes were similar across the different 
areas (table 1.6). Rural consumption poverty had a similar distribution, 
although the headcount index was higher in the plains areas than in the 
hilly and mountainous areas. This unexpected finding may again be 
explained by differences in savings rates among the different regions of 



Table 1 .5 Concentration of Urban Poverty in Guangdong ($2-Per-Day 
Poverty Line) 



Poverty indicators 


Headcount index 


Distribution of the poor 


2005 


2007 


2005 


2007 


Income poverty 










Pearl River Delta (PRD) 


1.65 


1.54 


34.51 


53.01 


Non-PRD areas 


4.21 


1.79 


65.49 


46.99 


Consumption poverty 










Pearl River Delta (PRD) 


0.98 


0.70 


15.18 


23.47 


Non-PRD areas 


7.33 


2.67 


84.82 


76.53 



Sources: Guangdong Survey Department of the National Bureau of Statistics 2005, 2007. 
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Table 1 .6 Rural Poverty by Geographic Topography, 2007 ($2-Per-Day 
Poverty Line) 



Poverty indicators 


Headcount index 


Distribution of the poor 


income poverty 






Plains areas 


9.85 


21.08 


Hilly areas 


10.98 


44.14 


Mountainous areas 


9.76 


34.78 


Consumption poverty 






Plains areas 


20.44 


24.14 


Hilly areas 


19.93 


44.21 


Mountainous areas 


16.10 


31.65 



Source: Guangdong Survey Department of the National Bureau of Statistics 2007. 



Guangdong. For example, the savings rate of rural households in the 
plains areas was 31.8 percent in 2007, compared to 24.9 percent in hilly 
areas and 21.2 percent in mountainous areas. 

Poverty Dynamics 

An analysis of poverty dynamics in Guangdong shows that Guangdong 
has been making progress in poverty reduction. Because the 2005 and 
2007 rural household surveys covered the same households, the data can 
be used to analyze the movement of rural households between poor and 
nonpoor status. As shown in table 1.7, only 7.5 percent of nonpoor rural 
households in 2005 had become poor by 2007, while 43.2 percent of 
poor rural households in 2005 escaped from poverty by 2007. However, 
of those rural households that were poor in 2007, 37.7 percent had been 
nonpoor in 2005. 

Despite this progress in poverty reduction, it should be noted that the 
income mobility in Guangdong appeared to be constrained. Although 
rural income and consumption growth were relatively high for the low- 
est and second-lowest quintiles (figure 1.8), 52.5 percent of rural house- 
holds in the poorest quintile in 2005 were still in the poorest quintile in 
2007 (table 1.8). Because the poverty line falls between the lowest and 
second-lowest quintiles, it means that over half of rural households in 
2005 were still poor in 2007. The overall immobility ratio — the propor- 
tion of rural households not changing income quintiles — was 0.426, 
which means that 42.6 percent of rural households in Guangdong 
remained in the same income quintile between the two years. In compar- 
ison, the immobility ratios in the United States were 0.377 in the 1980s 
and 0.406 in the 1990s (see Hungerford 2008). 
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Table 1 .7 Rural Poverty Dynamics in Guangdong ($2-Per-Day Poverty Line) 



Status in 2005 


Nonpoor in 2007 


Poor in 2007 


Total 






Number of households 




Nonpoor 


1,944 


157 


2,101 


Poor 


197 


259 


456 


Total 


2,141 


416 


2,557 






Percentage of households 




Nonpoor 


92.5 


7.5 


100.0 


Poor 


43.2 


56.8 


100.0 


Total 


83.7 


16.3 


100.0 


Status in 2007 


Nonpoor in 2005 


Poor in 2005 


Total 






Number of households 




Nonpoor 


1,944 


197 


2,141 


Poor 


157 


259 


416 


Total 


2,101 


456 


2,557 






Percentage of households 




Nonpoor 


90.8 


9.2 


100.0 


Poor 


37.7 


62.3 


100.0 


Total 


82.2 


17.8 


100.0 



Sources: Guangdong Survey Department of the National Bureau of Statistics 2005, 2007. 

Note: Results in this table are based on consumption, as it is a more stable indicator than income. 



Figure 1 .8 Rural Income and Consumption Growth in Guangdong by Quintile, 
2005-07 



40 



o 



-10 J 




lowest second 
quintile 



third fourth highest 

quintile 



I income growth □ consumption growth 



Sources: Guangdong Survey Department of the National Bureau of Statistics 2005, 2007. 
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Table 1 .8 Rural Income Mobility by Quintile, 2005-07 



Qu in tile in 


Lowest in 


Second in Third in 


Fourth in 


Highest in 




2005 


2007 


2007 


2007 


2007 


2007 


Total 


Number of rural households 


Lowest 


269 


126 


65 


36 


16 


512 


Second 


152 


164 


115 


57 


24 


512 


Third 


45 


139 


157 


115 


56 


512 


Fourth 


29 


64 


123 


191 


105 


512 


Highest 


17 


19 


52 


113 


311 


512 


Percentage of rural households 


Lowest 


52.5 


24.6 


12.7 


7.0 


3.1 


100.0 


Second 


29.7 


32.0 


22.5 


11.1 


4.7 


100.0 


Third 


8.8 


27.1 


30.7 


22.5 


10.9 


100.0 


Fourth 


5.7 


12.5 


24.0 


37.3 


20.5 


100.0 


Highest 


3.3 


3.7 


10.2 


22.1 


60.7 


100.0 



Sources: Guangdong Survey Department of the National Bureau of Statistics 2005, 2007. 



In light of these findings, a key question is whether poverty in Guangdong 
is more transient or chronic in nature. The national-level findings of the 
World Bank (2009) indicate that a large fraction of observed rural poverty 
in China is transient, which has important implications for policies aimed at 
reducing poverty and suggests that measures to help mitigate and manage 
the risks of falling into poverty are very important. However, it is difficult to 
draw such conclusions for Guangdong based on changes in the short time 
between 2005 and 2007. Data covering a longer time period would be 
needed to develop a more definitive understanding of the nature of poverty 
and poverty dynamics in Guangdong. 

International Comparison 

Although making cross-provincial comparisons is difficult due to lack of 
data using the $2-per-day poverty line in other provinces, it is possible to 
compare poverty levels in Guangdong with those in countries with simi- 
lar mean levels of income. Per capita expenditures per month in rural and 
urban Guangdong in 2005 were about $130-$ 150 and $230-$250 (2005 
consumption PPP), respectively. As shown in table 1 .9, poverty rates var- 
ied considerably across countries with similar levels of income. The 
poverty rate in rural Guangdong was higher than in Algeria, Azerbaijan, 
and Morocco; the poverty gap was higher than in Morocco; and poverty 
severity was close to that in Algeria. The poverty rate in urban 
Guangdong was also higher than in Bulgaria and Ukraine. 
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Table 1 .9 International Comparison of Poverty, 2005 ($2-Per-Day Poverty Line) 





Mean income 


Headcount 


Poverty 


Poverty 


Economies 


(2005 PPP S) 


index (%) 


gap (%) 


severity (%) 


Rural Guangdong 


130-150 


20.20 


3.99 


1.66 


Urban Guangdong 


230-250 


3.69 


0.83 


0.29 


Azerbaijan 


135 


0.27 


0.04 


0.02 


Algeria 


136 


18.07 


4.54 


1.67 


Nicaragua 


151 


31.86 


12.26 


6.44 


Morocco 


156 


16.16 


3.69 


1.27 


Turkey 


235 


9.05 


2.64 


1.25 


Bulgaria 


236 


1.63 


0.69 


0.65 


Dominican Republic 


245 


15.09 


4.32 


1.68 


Ukraine 


250 


0.48 


0.12 


0.06 



Sources: Numbers for Guangdong from author's calculations. Numbers for other countries from World Bank staff 
calculations; see Ravallion, Chen, and Sangraula (2008). 



Profile of the Poor 

Beyond measuring poverty levels, one can develop a profile of the poor to 
understand what types of households and individuals may be more vul- 
nerable to poverty. This understanding can help policy makers target 
poverty reduction efforts more effectively, as well as identify the types of 
interventions that could help alleviate poverty in the long run. This 
section provides a profile of the poor in Guangdong, with a focus on 
the rural households that comprise the vast majority of the poor. 

Household Size and Structure 

One common characteristic among the rural poor is larger household 
size. Larger rural households tend to have high poverty incidence, with 
poverty being particularly concentrated among households with four to 
eight members (table 1.10). This result is unsurprising, given that large 
rural households may have to support more dependents, resulting in 
lower per capita income. 

In terms of household structure, households with a relatively higher 
number of dependents in 2007 were poorer on average. Single-headed 
households had the highest poverty incidence but comprised a relatively 
smaller proportion of poor rural households. Households consisting of a 
couple with three or more children had the second-highest poverty inci- 
dence and accounted for the largest proportion of poor rural households. 
Three-generation households accounted for the second-largest proportion 
of poor rural households and also had high poverty incidence. 
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Table 1.10 Profile of Household Poverty in Rural Guangdong, 2007 
($2-Per-Day Poverty Line) 

percent 



Household indicators 


Poverty incidence 
of rural households 


Distribution of poor 
rural households 


Household size (number of members) 






1-2 


5.26 


0.76 


3 


5.99 


3.65 


4 


6.20 


13.09 


5 


8.06 


20.93 


6 


12.09 


23.29 


7 


15.32 


18.1 1 


8 


22.50 


10.96 


9+ 


13.80 


9.21 


Household structure 






Single or couple 


8.72 


0.99 


Couple with one child 


4.30 


2.13 


Couple with two children 


5.73 


11.11 


Couple with three or more children 


13.72 


45.13 


Single family 


15.14 


2.89 


Three generations 


10.29 


33.64 


Other 


9.51 


4.1 1 


Medicare scheme 






Participates 


9.63 


87.75 


Does not participate 


20.10 


12.25 


Rural Dibao 






Yes 


28.16 


4.41 


No 


9.99 


95.59 


Migration 






Yes 


3.57 


13.17 


No 


14.38 


86.83 



Source: Guangdong Survey Department of the National Bureau of Statistics 2007. 
Note: Data on rural Dibao reflect income net of Dibao transfers. 



Looking at characteristics of individual household members, poverty 
incidence was highest among households with children under 1 5 years of 
age (table 1.11). This result is unsurprising because it is an indication of 
larger households, which also tend to have more children and dependents 
and, thus, are likely to be poorer. 

Human Capital Endowment 

Poor individuals tend to have lower levels of education and health care. 
As shown in table 1.11, in over 85 percent of poor households in 2007, 
the highest level of education attained by household members aged 
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Table 1.11 Profile of Individual Poverty in Rural Guangdong, 2007 
($2-per-day Poverty Line) 

percent 

Individual indicators Headcount index Distribution of the poor 



Gender of household members 



Female 


10.37 


48.36 


Male 


10.25 


51.64 


Age of household members 






0-14 


15.90 


29.48 


15-24 


8.95 


21.75 


25-34 


6.70 


9.1 1 


35-44 


12.62 


16.62 


45-54 


6.53 


9.80 


55-64 


8.53 


6.51 


65+ 


13.69 


6.74 


Education of household members ages 1 6+ 






Illiteracy 


16.88 


11.90 


Primary school 


12.17 


32.31 


Middle school 


7.37 


41.04 


High school 


6.21 


12.81 


College + 


6.07 


1.93 


Loss of ability to work 






Yes 


14.96 


12.08 


No 


7.83 


87.92 


Medicare scheme of household members 






Participate 


2.76 


0.80 


Do not participate 


10.21 


99.20 


Rural Dibao of household members 






Participate 


31.43 


3.29 


Do not participate 


10.19 


96.71 



Source: Guangdong Survey Department of the National Bureau of Statistics 2007. 
Note: Data on rural Dibao reflect income net of Dibao transfers. 



1 6 years or above was below the high school level. Poverty incidence was 
highest among the illiterate and progressively decreased at higher levels 
of educational attainment. These findings clearly suggest that better edu- 
cation is important for breaking the cycle of poverty. 

Similarly, better health care also appears to play a role in rural poverty 
reduction. Poverty incidence among households participating in the 
New Collective Medicare Scheme was 9.6 percent in 2007, compared to 
20.1 percent among households who did not participate (table 1.10). 
These numbers imply that participation in the New Collective Medicare 
Scheme may be helpful for the reduction of rural poverty. 
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Labor Situation 

Households that lack able-bodied workers — and, in particular, migrant 
workers — tend to be poorer. As shown in table 1.11, poverty incidence was 
significantly higher among households whose adult members had lost the 
ability to work. Having one or more migrant workers was also significant, 
as poverty incidence among households with migrant workers was much 
lower at 3.6 percent, compared to 14.4 percent among households with 
no migrant workers, in 2007. The difference was even starker in terms of 
poverty distribution, with households that did not have migrant workers 
comprising over 86 percent of poor rural households (table 1.10). 

Access to Assistance 

Given the importance that is being placed on the rural Dibao program as a 
vehicle for delivering assistance to the poor, it should be noted that the pro- 
gram reached less than 5 percent of poor rural households. Furthermore, 
even with the Dibao benefits taken into account, as in table 1.11, poverty 
incidence was higher among rural households and individuals receiving 
Dibao support. Although this finding indicates that the Dibao program is 
targeted well, it also suggests that rural Dibao support is not sufficient for 
lifting the poor out of poverty. 

Inequality in Guangdong 

This section will offer a measurement of the current income inequality 
from different dimensions in Guangdong will decompose the overall 
income inequality by different sources and levels to understand the fac- 
tors behind the rising inequality levels in Guangdong. 

Current Situation 

Authorities in Guangdong are concerned about the level and trend of 
income inequality there and, in particular, the gaps between urban and 
rural areas. A closer look at the inequality situation in Guangdong reveals 
a more complex picture. 

As described in box 1 .3, several different indexes can be used to gauge 
inequality. This analysis applies each of these indexes to Guangdong, pro- 
viding comparisons to the national level and to the levels of other 
provinces, where data are available, to illustrate the current extent of 
inequality in Guangdong and recent trends. It should be noted that this 
analysis focuses on the income dimension of inequality, but inequality can 
also be examined from other dimensions, such as access to services. These 
other dimensions are discussed in depth in later chapters. 
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Box 1.3 

Measuring Inequality 

Inequality indexes are often applied to measure the inequality of income or 
wealth. These indexes include the following: 

• Lorenzcurve — a graphical representation of the cumulative income share (verti- 
cal axis) versus the cumulative population distribution (horizontal axis). If each 
individual had the same income — or total equality — the income distribution 
curve would be a straight 45-degree diagonal line. The deviation from the 
45-degree diagonal line reflects the extent of income inequality. 

• G in i coefficient — the area between the line of perfect equality and the observed 
Lorenz curve, as a percentage of the area between the line of perfect equality 
and the line of perfect inequality. The higher the coefficient, the more unequal 
the distribution is. It is sometimes argued that one disadvantage of the Gini co- 
efficient is that it is not additive across groups, meaning that the total Gini of a 
society is not equal to the sum of the Ginis for its subgroups. 

• The/7 index — a less commonly used measure of income inequality, with a differ- 
ent formula for calculating the magnitude of income inequality. Unlike the Gini 
coefficient, theTheil index is additive across different subgroups or regions. 

Source: Haughton and Khandker 2009. 

Although inequality in Guangdong has increased in recent years, it 
does not appear to be exceedingly high compared to other countries. As 
in the rest of China, the level of inequality in Guangdong rose rapidly 
from 0.246 in 1982 to 0.467 in 2004. Pooling rural and urban households 
together and adjusting for differences in cost of living, the overall Gini 
coefficient for Guangdong was 0.394 in 2007. 3 The measured levels of 
inequality in Guangdong and in China more generally were comparable 
to those in many other middle-income economies — including countries 
in East Asia, such as Malaysia and Thailand — and lower than those in 
many Latin American countries (figure 1.9). 

One of the most significant inequality trends in Guangdong, as well as 
other parts of China, has been the increasing income gap between urban 
and rural areas. Figure 1.10, which shows changes in the nominal and real 
urban-rural income ratios since 1985, illustrates the widening urban-rural 
gap. Although the trend in Guangdong mirrored that at the national level, 
the ratio values in Guangdong were slightly lower than the national val- 
ues. From 1985 to 2007, the nominal urban-rural income ratios rose from 
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Figure 1.9 Comparison of Gini Indexes of Income Inequality, 2007 
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1.9:1 to 3.1:1 in Guangdong, while the real urban-rural income ratios 
rose from 1.5:1 to 2.2:1 in Guangdong. 

Significant levels of inequality can also be seen within urban and rural 
areas in Guangdong. As shown by the Lorenz curves for rural and urban 
income inequality in figure 1.11, urban income inequality was greater 
than rural income inequality in 2007. The Gini coefficients of rural and 
urban household income inequality were 0.328 and 0.371, respectively. 
Similarly, the overall Theil index of rural household income inequality for 
Guangdong was 0.200 in 2007, compared to the overall Theil index of 
urban household inequality of 0.237. In contrast, at the national level, 
rural income inequality has been higher than urban income inequality (Li 
2008). The Gini coefficients of rural and urban household income 
inequality at the national level were 0.38 and 0.34, respectively, in 2005. 
Higher urban income inequality in Guangdong may be explained by such 
factors as increasing returns to education, openness to global markets, and 
cost-of-living differences among cities. Further work is needed to identify 
the underlying reasons. 

For rural areas, the ratio of the highest income quintile to the lowest 
income quintile decreased from 5.56 in 2005 to 3.07 in 2007 due to rapid 
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Figure 1 .1 Trends in Rural-Urban Disparity: Guangdong and China 
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Sources: National Bureau of Statistics 2008; Guangdong Bureau of Statistics 2008. 

Note: Per capita incomes are adjusted for inflation using the rural and urban consumer price indexes (CPI) as well 
as the cost-of-living difference between rural and urban areas estimated by Brandt and Holz (2006). 



income growth for the lowest and second-lowest quintiles. The ratios 
were higher for urban areas but decreased only slightly from 6.95 in 2005 
to 6.82 in 2007, because there was no significant difference in income 
growth between the lowest and highest quintiles of urban households. 

In terms of regional disparities, inequality among Guangdong's coun- 
ties has been decreasing in recent years. As shown in figure 1.12, regional 
disparity reached a peak in 2003 with a Gini coefficient of per capita 
GDP among Guangdong's counties of 0.476 — higher than the "cautious 
line" of 0.4 that is often selected internationally for monitoring inequality — 
then fell to 0.462 in 2007. A decomposition of inequality points to possible 
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Figure 1 .1 2 Regional Income Disparity in Guangdong and China, 1 998-2007 
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Note: Per capita GDP at the provincial level and at the Guangdong county level was used to calculate the 
population-weighted Gini coefficients. 
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reasons for this decline, as discussed below. Notably, the trends in 
Guangdong have mirrored the trends at the national level, although the 
magnitude of regional disparities among counties in Guangdong has been 
much larger than that among provinces at the national level. 

The main reason for the relatively high degree of regional inequality in 
Guangdong may be the imbalanced regional distribution of the province's 
population and economic activities. As shown in figure 1.13, nearly 
80 percent of Guangdong's GDP in 2007 was generated in the PRD area, 
but the residents of this region accounted for only 35.1 percent of 
Guangdong's total population, pointing to a large difference in productiv- 
ity. Similarly, over 80 percent of the province's GDP was created in urban 
areas, but urban residents accounted for only 38.3 percent of the total 
population in Guangdong (figure 1.14). 

In sum, while significant between rural and urban areas and across dif- 
ferent regions, income inequality in Guangdong is not exceedingly high in 
comparison with the rest of China. Inequality among Guangdong's coun- 
ties has also seen some decrease in recent years. These observations imply 
that, rather than focusing narrowly on income equality, the government 
needs to assess degree and types of inequality of opportunities, and focus 
its intervention accordingly. 



Figure 1 .1 3 Distribution of Regional Population and Economic Activities in 
Guangdong, 2007 
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Source: Guangdong Bureau of Statistics 2008. 
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Figure 1 .1 4 Urban-Rural Distribution of Population and Economic Activities in 
Guangdong, 2007 
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The Decomposition of Inequality 

To determine what measures might be needed to address overall inequal- 
ity, it is critical to understand the factors behind the rising inequality lev- 
els in Guangdong. Inequality decomposition techniques can be used to 
help identify the sources of inequality and the relative contributions of 
different factors to overall inequality. Inequality is often decomposed by 
population groups to assess its contribution within and among groups — 
for example, within and among households in urban and rural areas — to 
total inequality. 

A decomposition analysis shows that the urban-rural income gap is 
the biggest component of overall household income inequalities in 
Guangdong. As shown in figure 1.15, overall inequality in Guangdong can 
be broken down into seven components: within rural (urban) households 
in the PRD areas; within rural (urban) households in non-PRD areas; 
among rural (urban) households; and between rural and urban house- 
holds. The urban-rural gap comprised the highest share of overall inequal- 
ity at 23.2 percent in 2007. Income inequalities within both rural and 
urban households also accounted for a large component of overall 
inequality in Guangdong. 

The urban-rural disparity appears to be driven by the widening wage 
income gap between rural and urban households. Figure 1.16 presents the 
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Figure 1 .1 5 Income Decomposition of Pooled Rural and Urban Households 
in Guangdong, 2007 




Source: Guangdong Survey Department of the National Bureau of Statistics 2007. 



results of a decomposition of rural and urban household income from 
1995 to 2007 into wage income; income generated by assets; and transfer 
income, which includes private and public transfers as well as some remit- 
tances from nonfamily members. Throughout this period, the wage 
income difference between rural and urban households accounted for 
nearly 70 percent of the urban-rural income gap. 

A somewhat surprising finding from the household data is that 
inequalities within the PRD account for a very significant share of over- 
all inequality in Guangdong, while the contribution of cross-regional 
inequality is not as high. Looking first at rural inequality, 45 percent of 
overall rural inequality came from within the PRD rural area, while 
income inequalities among the three geographic regions of Guangdong 
contributed only 15 percent to overall rural inequality in 2007. Similarly, 
income inequality within the PRD urban area contributed around 60 per- 
cent to overall urban inequality in Guangdong, while income inequalities 
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Figure 1 .1 6 Sources of Urban-Rural Income Disparity 
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Source: Guangdong Bureau of Statistics 2008. 

between the PRD and non-PRD regions contributed 19.9 percent to 
overall urban inequality in 2007. 

It should be noted that the magnitudes of the contributions of intra- 
PRD urban inequality and intra-PRD rural inequality were influenced by 
relative income shares. The Theil index for intra-PRD urban households 
was 0.192 — only 4.1 percentage points higher than that for non-PRD 
urban areas — but the larger income share of 71 .6 percent raised the con- 
tribution to overall inequality. In contrast, the Theil index for intra-PRD 
rural households was 0.222 — 1.65 times higher than that for non- 
PRD rural areas — but the income share of 40.4 percent was relatively 
smaller, reducing the contribution to overall inequality. 

The determinants and specific features of the high intra-PRD inequal- 
ity need to be explored further. In particular, one needs to take a closer 
look at the poverty situation of peri-urban residents and that of migrants 
in the PRD area. 

Decomposition analysis can also be used to understand the decline in 
regional income inequality that Guangdong has experienced since 2003, 
as mentioned in the previous section. In figure 1.17, the regional Theil 
indexes from 1998 to 2007 are decomposed into contributions from 
among regions and within regions. From 1998 to 2002, the inequalities 
among regions remained stable at around 60 percent of overall regional 
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Figure 1.17 County-Level Income Inequality Decomposition in Guangdong, 
1998-2007 
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Source: Guangdong Bureau of Statistics 2008. 

Note: Per capita GDP at the Guangdong county level was used to calculate the population-weighted Theil index 
and conduct the decomposition. 

inequality. Since 2003, the contribution of inequality among regions has 
followed a downward trend, dropping to 36.2 percent in 2007. The 
decreasing overall inequality appears to reflect the "catching up" of lag- 
ging regions in the province, while the increasing contribution of inequal- 
ity within regions indicates that the catching up has been quite different 
among the lagging counties or regions. 

Summary and Policy Implications 

The evidence presented above shows that while Guangdong has achieved 
phenomenal economic growth, this growth has not eradicated the prob- 
lems of poverty and inequality in the province. Despite some progress in 
reducing the poverty headcount, poverty levels are still relatively high in 
Guangdong's rural areas and the regions outside the Pearl River Delta. 
Although some degree of inequality is natural during high growth peri- 
ods, the levels of inequality both between and within rural and urban 
areas remain significant. Inequalities within the PRD region, in particular, 
now account for a large proportion of overall inequality in Guangdong. 
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Going forward, it will be important to develop a deeper understanding 
of poverty and inequality in Guangdong as a basis for designing policies 
to address these issues. As a starting point, selecting an appropriate 
poverty line for Guangdong and collecting the necessary household data 
to monitor poverty and inequality trends will be critical. Further investi- 
gation is needed to understand the nature of poverty — for example, 
whether it is transient or chronic in nature — and the underlying reasons 
for the differences between rural and urban areas. It will also be critical 
to develop a more detailed profile of households that are vulnerable to 
poverty, the factors that may push them into poverty, and the factors that 
help poor households to escape from poverty. Closer examination of the 
causes behind the increasingly significant within-region inequalities — 
including a closer look at the poverty situation of peri-urban residents and 
the situation of migrants in the PRD area, both from within and outside 
Guangdong — is also needed to help inform policies. 

In terms of policy implications, this analysis underscores the central 
importance of fostering inclusive growth in Guangdong. As one of 
China's most developed provinces, Guangdong is in a very strong posi- 
tion to tackle the problems of poverty and inequality through bal- 
anced, pro-poor growth. A range of policies can be used to ensure that 
Guangdong's rapid growth is inclusive: economic reforms that make 
markets more competitive; measures to level the playing field in terms 
of labor, land, and capital markets; the expansion of employment 
opportunities and measures to foster mobility; and human capital 
investments in education and health. The following chapters describe 
such policies in detail, laying out an agenda for development in 
Guangdong going forward. In taking bold measures to promote pro- 
poor growth, Guangdong can provide an important example for other, 
less developed regions of China that are struggling with even more 
severe poverty and inequality. 

The findings regarding higher intra-PRD inequality may also have 
important policy implications for reducing poverty and inequality. Clearly, 
the conventional focus on urban-rural inequality does not capture the 
complexity of the situation in Guangdong. In terms of social assistance to 
the poor, consistent with the message in World Bank (2009), this finding 
implies that to deal effectively with poverty and inequality, emphasis 
should shift from area-based approaches to household-oriented 
approaches for human capital investments and assistance. Understanding 
the situation of migrants may also shed light on the policy priorities in 
human capital investment. 
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Particularly given the high degree of transient poverty, it will also be 
critical for Guangdong to review and strengthen its social insurance and 
social assistance programs. Effective social safety nets can help vulnerable 
households manage the risks that threaten to push them into poverty. The 
rural Dibao program, one of Guangdong's most important assistance pro- 
grams for the poor, is assessed in chapter 2. Clearly, greater efforts are 
needed to ensure that such programs have sufficient coverage of the poor 
population and provide a meaningful level of support. 

Notes 

1. The population figure of 94.5 million in 2007 that was used to calculate per 
capita income is from the National Bureau of Statistics (2008), and it includes 
migrants who lived for more than six months in Guangdong. According to the 
Guangdong Statistical Yearbook 2008 (Guangdong Bureau of Statistics 2008), 
the total population with Guangdong rural and urban hukou (household reg- 
istration) was 81.6 million. The difference amounts to 12.9 million. 

2. Based on 2007 GNI per capita, the World Bank divides the global 
economies into four income groups: low income ($935 or less); lower mid- 
dle income ($936-$3,705); upper middle income ($3,706-$l 1,455); and high 
income ($11,456 or more) using the Atlas method, a three-year average of 
exchange rates, to smooth the effects of transitory exchange rate fluctuations. 

3. It should be noted that the Gini numbers for pre-2005 and the Gini numbers 
for 2005-07 come from different sources and are therefore not comparable. 
The pre-2005 numbers are from Guangdong Bureau of Statistics reports, 
while the numbers for 2005-07 have been calculated from household data. 
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CHAPTER 2 



Supporting the Poor through 
Rural Dibao 



Despite impressive economic growth in recent years, poverty reduction 
remains a challenge for Guangdong, particularly in rural areas. In 2007, 
Guangdong had the highest provincial gross domestic product level at 
nearly 3 .07 trillion yuan, accounting for 1 2 percent of national GDP, and 
it ranked sixth among provinces in terms of average per capita GDP. 
Nonetheless, absolute poverty remains significant, especially in rural areas 
of Guangdong. Measured against a poverty threshold of purchasing 
power parity (PPP) $2 per day 1 — equivalent to 2,263 and 3,195 yuan per 
person per year for rural and urban Guangdong, respectively — the 
income poverty rate stood at 10.3 percent and the consumption-based 
poverty rate at 18.6 percent in rural Guangdong in 2007 (see table 2.1). 
In terms of regional distribution, the eastern and western parts of 
Guangdong account for over 60 percent of the province's poor. Most are 
concentrated in the hilly and remote mountainous areas, which are home 
to around 80 percent of the rural poor. 

In an effort to address the problem of extreme poverty, the Dibao pro- 
gram has been implemented in both rural and urban Guangdong over the 
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Table 2.1 Poverty Rate and Distribution in Rural Guangdong, 2007 
($2-Per-Day Poverty Line) 

percent 



By region 



Poverty rate 



Poverty distribution 



Income-based poverty 

Pearl River Delta 

Eastern and western regions 

Northern mountainous regions 

Total 

Consumption-based poverty 

Pearl River Delta 

Eastern and western regions 

Northern mountainous regions 

Total 



32.4 



10.4 



10.3 



18.1 



18.6 



4.7 



6.2 



9. 



.9 



16.2 
66.3 
17.5 
100 



13.2 
67.0 
19.8 
100 



Source: Wang 2010. 

past decade. As the main social assistance intervention to support the 
poor, the program provides direct cash transfers to households whose 
average net per capita incomes are below a minimum living standard 
threshold that is locally defined. Dibao complements other social safety- 
net interventions, such as the Five Guarantees (Wubao) program, which 
aims at guaranteeing a basic standard of living for the elderly, disabled, 
and orphans who lack family support, and the Medical Assistance (MA) 
program, which provides basic medical protection to the poor. Although 
the pace of implementation at the national level has been uneven, the 
Dibao system in Guangdong has grown steadily in both urban and rural 
areas since the inception of the first rural Dibao pilot in 1995. 

As the "last resort" of the social protection system, has Dibao been 
able to achieve its stated objective of ensuring the minimum subsistence 
of the poor and eradicating extreme poverty in Guangdong? At this 
point, the answer is, unfortunately, no. A number of design and imple- 
mentation challenges have arisen over the past decade, hindering the 
achievement of objectives. These challenges include inadequate program 
coverage, very low levels of support from the Dibao system, insufficient 
fiscal inputs, some arguably impractical policy design features, weak pro- 
gram governance, and limited administrative capacity. 

With the ability to build on its extensive experience with Dibao, 
and, given its fiscal strength, Guangdong is in a position to lift the 
poor out of extreme poverty by expanding and improving the Dibao 
program. It will require determination in setting priorities, improve- 
ments in policy design to enhance efficiency, and strengthening of 
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safety-net institutions to ensure that the program is well governed. 
Guangdong's success will offer valuable lessons and experience to 
other provinces of China. 

Since extreme poverty is largely a rural phenomenon in Guangdong, 
this chapter will focus on the rural Dibao system. It will first describe 
the framework and criteria against which program design and perform- 
ance will be assessed. It will then review the key design features of the 
Dibao system in Guangdong and identify the main policy and imple- 
mentation issues. Finally, the chapter will provide recommendations to 
the Guangdong authorities on how to develop Dibao further into an 
effective policy instrument to achieve the goal of eradicating extreme 
poverty in the province. 

How to Evaluate a Social Assistance Program 

Before an assessment of the rural Dibao program in Guangdong, it would 
be useful to describe the framework and methodology used for such an 
assessment. This section highlights the key attributes of an effective social 
assistance program and lays out some basic questions to be considered in 
reviewing social assistance programs. It then describes the specific 
methodology and data used for the assessment of the Dibao program in 
Guangdong. 

Important Attributes of a Social Assistance Program 

What is a good social assistance program? In assessing the design and per- 
formance of any social assistance program, one needs to consider whether 
the program exhibits the following important attributes 2 : 

• Adequacy — The overall social safety-net system is designed to assist 
various groups of society in need of assistance, such as the chronic poor; 
the transient poor; those affected by economic, natural, and social 
shocks; and other vulnerable groups. Individual social assistance pro- 
grams should provide full coverage and meaningful benefits to the pop- 
ulation they are designed to assist. 

• Equitability — A safety-net intervention should treat beneficiaries in a 
fair and equitable manner. In particular, it should aim to provide the 
same benefits to individuals or households that are equal in all impor- 
tant respects (horizontal equity), and it may provide more generous 
benefits to the poorest beneficiaries (vertical equity). Support should 
be provided in a transparent manner. 
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• Efficiency — Efficiency of social assistance programs is required in several 
dimensions. A social assistance program is designed efficiently if it is 
incentive compatible for the beneficiaries. That is, instead of creating wel- 
fare dependency and significant disincentives to work, it should encour- 
age beneficiaries to build assets actively, invest in their futures, and seek 
work and income opportunities. Keeping the benefit levels of the pro- 
gram modest and conditioning eligibility on desirable behaviors can help 
ensure such compatible incentives. By design, targeted social assistance 
programs also need to achieve a satisfactory level of targeting efficiency. 
Targeting efficiency is measured by the percentage of beneficiaries who 
should not have been eligible but get the benefits (error of inclusion) and 
the percentage of those who should have been eligible but do not get the 
benefits (error of exclusion). Finally, social assistance programs are imple- 
mented efficiently when most of the program resources are channeled to 
the intended beneficiaries at low administrative cost. Designing an effec- 
tive administrative system and reducing program leakage are key to 
achieving a satisfactory level of cost-effectiveness. 

• Sustainability — A social assistance program needs to be financially and 
politically sustainable. While it should be adapted to the evolving 
needs of the society, policy goals should be consistent and well com- 
municated, and adequate monitoring and accountability mechanisms 
should be in place. Stop-and-go implementation should be avoided 
since it compromises the credibility of the program and lowers the 
confidence of the population, as well as results in lost opportunities 
for developing efficient and cost-effective administration. 

Policy Questions to Answer 

Against the principles laid out above, an assessment of a social assistance 
program should examine the following aspects of policy design and 
implementation : 

• Did the program have clearly stated and achievable policy goals? 

• Was the program designed and implemented in a way that ensured 
adequate coverage and the necessary level of protection? 

• Were the key policy parameters (such as eligibility criteria and benefit 
levels) set in a way to ensure that the program was incentive compat- 
ible and well targeted? 

• Was program administration cost-effective? Were the proper monitor- 
ing and evaluation mechanisms in place to assess results? 

• Was the program financed and governed in a sustainable manner? 
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A full assessment clearly needs to look at the impact of the program 
on intended beneficiaries and its outcome for them — whether family wel- 
fare was protected effectively and what behavior changes resulted from 
the policy. 

Methodology and Data Used 

The analysis and findings presented in this chapter relied on a review of 
policy documents, visits and discussions with policy makers and pro- 
gram participants, analysis of the Guangdong rural household survey 
data, and review of some administrative data. While such a combination 
of approaches was appropriate for the questions at hand, the depth of 
the analysis was seriously affected by the limitations of the basic survey 
and administrative data. Therefore, the analysis can only partially 
answer the questions outlined above. 

The analysis relied on the provincial rural household survey data, 
which covered 30 counties (cities, or districts) and 2,560 rural house- 
holds. The survey adopted the standard questionnaire developed at the 
national level; the sampling approach was consistent with the procedures 
required by the National Bureau of Statistics. The data were collected by 
the rural survey team of the provincial statistical authority. While the sur- 
vey was representative and the size sufficient for analyzing general 
poverty trends and policy implications at the national level, the small 
number of Dibao beneficiaries included in the sample made it impossible 
to draw robust conclusions regarding the characteristics of the beneficiar- 
ies or the targeting efficiency and welfare impacts of the program on ben- 
eficiaries in Guangdong. It was also not possible to carry out sensitivity 
analysis of changes in policy parameters. 

To answer questions about the cost-effectiveness of program adminis- 
tration and to pinpoint the issues concerning financing, the research team 
required critical information on actual resource use and administrative 
costs, but it was not made available. To the extent possible, the study used 
data from various statistical yearbooks. Much more in-depth analysis is 
needed to present stronger evidence for some of the observations and to 
develop more specific recommendations. 

Evolution and Main Policy Features of 
Rural Dibao in Guangdong 

The rural Dibao system in Guangdong has a relatively long history com- 
pared to Dibao programs in other parts of China and thus has had more 
time to develop. This section provides a brief history of the Dibao system 
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in Guangdong then summarizes the current policy objectives and key 
design features of the program. 

Evolution 

Guangdong was among the first provinces in China to establish a rural 
Dibao system and one of the few to maintain a stable program through- 
out the past decade. At the national level, rural Dibao was initiated at dif- 
ferent times, and some provinces experienced stop-and-go operation 
during the piloting phase. Until very recently, the national government 
gave local governments discretion on whether to develop Dibao programs 
and on the specific policy parameters. The national government finally 
mandated the nationwide scaling up of the rural Dibao program in 2007. 

Compared with those in other provinces, the rural Dibao program 
in Guangdong has a long history, partly because Guangdong's rapid 
economic growth has enabled it to afford such a program. Pilot Dibao 
projects were launched in Guangdong in 1995. In 1999, the issuance 
of regulations known as the "Implementation Approach Concerning 
the Dibao System for Urban and Rural Residents in Guangdong 
Province" marked the formal establishment of rural Dibao in 
Guangdong. Since then, the coverage of the program has expanded 
steadily, as shown in table 2.2. 

Policy Objectives and Key Design Features 

The 1999 provincial regulations outlined the objectives, principles, basic 
policy features, and implementation responsibilities for the urban and 
rural Dibao programs. These regulations are the ones still being imple- 
mented today. 

The Dibao system is designed as a typical guaranteed minimum 
income program, similar to those found in many countries in the 
Organisation for Economic Co-operation and Development (OECD) and 



Table 2.2 Basic Indicators for Rural Dibao in Guangdong 



Year 


Number of beneficiaries 
(10,000 households) 


Number of beneficiaries 
(10,000 persons) 


Dibao payment 
(10,000 yuan) 


2004 


32.46 


78.22 


31249.4 


2005 


50.04 


130.00 


38268.8 


2006 


53.48 


133.90 


55002.5 


2007 


56.29 


138.86 


75466.1 



Source: Unpublished data provided by the Department of Civil Affairs of Guangdong Province. 
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some developing countries. The policy objective is to assist poor house- 
holds whose per capita monthly income is below a locally determined 
minimum standard (the "Dibao standard"). The benefit is given in the 
form of a cash transfer equal to the difference between the minimum 
standard and the household income. The regulations lay out three main 
principles for the program: (1) it should be compatible with the level of 
economic and social development in that locality; (2) it should be com- 
bined with the intrafamily support required by the law; and (3) it should 
follow the principles of fairness, equity, and democracy. 

The targeted beneficiaries of the program are local residents whose per 
capita household incomes are below the local Dibao standard. The bene- 
ficiaries must have local residency (hukou). Residents who have better liv- 
ing conditions, who have luxury consumption goods, who refuse to work 
without proper reasons, or who do not follow the family planning poli- 
cies are excluded even if they meet the income-testing requirements. 

The income-testing threshold (the Dibao standard) is expected to 
reflect the local living standard and what is required for minimum subsis- 
tence; price levels; local economic and fiscal conditions; and the standards 
used in other social protection programs. The threshold should be 
adjusted over time. However, the regulations do not specify a methodol- 
ogy for establishing and adjusting the threshold. 

The household income that is used as a basis for means testing includes 
wage and nonwage income such as income from assets, inheritance, and 
transfers. It does not include certain sources of income, such as the vet- 
eran's subsidy, awards given by the government for outstanding contribu- 
tions to the country, and transfers for funeral and family planning 
purposes. 

The mandated eligibility review procedure involves four steps. First, 
the household files a household application in written form with the vil- 
lage committee in the household's place of hukou registration, along with 
any relevant documents proving eligibility, such as a certificate of employ- 
ment income and household income. Second, the village committee 
investigates and verifies the information in the application, which is then 
submitted with the written opinions of the committee to the people's 
government at the township level. Third, the township government 
reviews the application and provides its opinions, then submits the appli- 
cation to the civil affairs bureau at the county level. Fourth, the bureau 
reviews and approves the application. To ensure transparency, the village 
committee must post the names of applicants and the approval decisions 
for public information on a timely basis. 
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The regulations stipulate that financing responsibility for the Dibao 
program shall be borne jointly by the fiscal authority and the village-level 
collectives. Subsequent documents have specified the proportion that 
each level of government is required to pay. 

Challenges Faced by the Dibao Program in Guangdong 

Despite the impressive progress made by Guangdong in sustaining and 
expanding its rural Dibao program, a review of implementation experi- 
ence indicates that the program has yet to achieve its objectives. The key 
issues hindering the achievement of objectives include the level of pro- 
gram coverage, the amount of fiscal input, the design of some key policy 
features, and the governance and administration of the program. 

Coverage 

The Dibao program in Guangdong cannot lift the rural poor out of 
absolute poverty because its coverage is very limited. This is true when 
measured in terms of the absolute level and also relative to the level of 
poverty in Guangdong. 

Administrative data show that rural Dibao beneficiaries accounted for 
about 3.54 percent of total residents with rural hukou in 2007. However, 
this figure masks substantial regional variation in coverage. As shown in 
figure 2.1, Guangzhou ranked first with a coverage rate of 9.5 percent, 
while Zhaoqing city was at the bottom of the list with a coverage rate of 
1.9 percent. 3 Among the geographic regions, the five mountainous cities 
had the highest coverage rate of 4 . 1 percent, followed by the Pearl River 
Delta with a coverage rate of 3.2 percent. The eastern and western parts 
of the province, which, as noted above, account for over 60 percent of the 
province's poor, had the lowest coverage rate at 2.7 percent. Although 
these statistics do not reflect the magnitude of need among the poor in 
each region and therefore cannot be used to draw conclusions about the 
absolute adequacy of coverage, the fact that the coverage rate in the PRD 
region is higher than or similar to that in the eastern and western regions 
of the province, where poverty rates are much higher, does indicate geo- 
graphic gaps in coverage. 

Using rural household data rather than administrative data yields a sig- 
nificantly lower overall coverage rate of 1.6 percent for Guangdong in 
2007. The large difference between the administrative data and house- 
hold survey data calls into question the quality of the administrative data 
and also points to the need for larger surveys to ensure robustness of the 
survey data. 
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Figure 2.1 Regional Differences in Rural Dibao Coverage 3 
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Source: Statistics on rural Dibao beneficiaries are as of December 2007 and were provided by the Department of 
Civil Affairs of Guangdong Province. Statistics on local farming population with hukou are as of 2007 and are from 
Guangdong Bureau of Statistics (2008). 



Table 2.3 Rural Dibao Coverage Rates vs. Rural Poverty Rates 2007 

percent 





Coverage 


Income-based 


Consumption-based 


By region 


rate 


poverty rate 


poverty rate 


Pearl River Delta 


3.19 


4.7 


10.4 


Eastern and western regions 


2.69 


13.1 


32.4 


Northern mountainous areas 


4.13 


6.2 


9.9 


Total 


3.25 


10.3 


18.6 



Source: Rural Dibao coverage rates are from the Department of Civil Affairs of Guangdong Province and 
Guangdong Bureau of Statistics (2008); see figure 2.1, above. Poverty rates are from Wang 2010. 



The proportion of the target population — in this case, the rural poor — 
receiving the Dibao benefit is perhaps one of the best indicators of pro- 
gram coverage. Based on rural household data, 4.5 percent of the poor 
population (measured against a $2-per-day poverty line) are covered by 
Dibao. Although the limited sample size makes it difficult to estimate this 
proportion by region, a simple comparison of the coverage of the local 
rural population and local poverty rates provides an indication of how 
well the program is covering the target population. Table 2.3 shows that 
at the provincial and local levels, large gaps exist between rural Dibao 
coverage rates and the income- and consumption-based poverty rates. 
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The Dibao Standard 

Looking at the second dimension of adequacy, one can reach the same 
conclusion that the rural Dibao program in Guangdong is inadequate 
for meeting its policy objective. The Dibao standard is very low, and the 
way it is established does not always reflect the principles outlined in 
the regulations. 

The Dibao standard adopted in rural Guangdong is low, especially con- 
sidering the significant gap between rural and urban income levels. As 
shown in table 2.4, the average rural Dibao standard among the 114 
counties was 137 yuan per month in 2007, equivalent to about 30 per- 
cent of average per capita net income in rural Guangdong. Responsibility 
for establishing the benefit level has been left to the county governments, 
and, as a result, levels have differed substantially across the province. In 
2007, over 80 percent of the counties set the Dibao standard below 150 
yuan per month, and 28 percent set it below 100 yuan per month. 

Although national and provincial policies require that the Dibao stan- 
dard reflect the cost of maintaining the minimum subsistence level and be 
adjusted over time according to changes in the cost of living, this principle 
is rarely followed. As elsewhere in China, no consistent method for deter- 
mining the standard — such as using the cost of a certain minimum con- 
sumption basket and indexing to price changes — has been applied. In 
general, the Dibao standards in Guangdong are higher than the national 
poverty line and lower than the $2-per-day poverty line (measured using 
the PPP data, as discussed in chapter 1 of this volume) . Table 2.5 illustrates 
that the Dibao standard does not appear to be linked to the poverty lines. 

One factor that has really driven the level of the Dibao standard is the 
fiscal capacity of the local government. Figure 2.2 shows a strong positive 
correlation between the selected Dibao standards and per capita GDP lev- 
els. Similarly, the counties with the highest levels of per capita local govern- 
ment budgetary expenditures also have established higher Dibao standards. 



Table 2.4 Dibao Standard and Rural Net Income, 2007 



Parameter 


Dibao standard 
(yuan/month) 


As percentage of average per capita 
net income of the rural population 


Minimum 


100 


21.32 


Median 


120 


25.59 


Mean 


137 


29.21 


Maximum 


320 


68.23 



Source: The minimum, median, and maximum values were calculated using unpublished data provided by the 
Department of Civil Affairs of Guangdong Province. Per capita net income is from the Guangdong Bureau of 
Statistics (2008). 
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Table 2.5 Comparison of Dibao Standard and Poverty Lines, 2007 





Dibao standard 


National 


$2-per-day poverty 


Parameter 


(yuan/month) 


poverty line 


line (2005 PPP $) 


Median 


120 


65 


189 


Mean 


137 


65 


189 



Source: Dibao standard data are from the Department of Civil Affairs of Guangdong Province. 
Note: PPP - purchasing power parity. 



Figure 2.2 Correlation between Dibao Standards and Economic Strength, 
Selected Counties 
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a. Dibao standard vs. per capita GDP, 2007 
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b. Dibao standard vs. per capita local 
government budgetary expenditure, 2006 
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Source: Dibao standard data are from the Department of Civil Affairs of Guangdong Province; per capita GDP is 
from Guangdong Bureau of Statistics (2008); per capita local government budgetary expenditure was calculated 
using data from National Bureau of Statistics (2007). 
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Dibao Eligibility and Targeting 

Guangdong has also faced challenges in applying the eligibility criteria for 
the Dibao program and in improving targeting. The application of eligi- 
bility criteria has been hindered in part by information constraints as well 
as limited program resources. Although further analysis is needed to 
understand the program's targeting performance, it appears that several 
factors in the design and implementation of the program could contribute 
to targeting errors. 

Eligibility. While the provincial regulations concerning the Dibao pro- 
gram in Guangdong explicitly lay out the key eligibility criteria — (1) 
holding an official residency (hukou) within the jurisdiction, (2) meeting 
the per capita household income-testing criteria, and (3) having actual 
living standards and a lack of assets that indicate great need — the imple- 
mentation of such eligibility criteria and means-testing requirements has 
been a major challenge. The key issues are the following: 

• Information on income and living conditions is very difficult to obtain, 
posing a major challenge to establishing eligibility according to the 
policy. Self-reported income information for each household member 
(including income from labor, asset inheritance, transfers, and so on) is 
often unreliable and difficult to verify. Rural income is particularly hard 
to track, since some outputs can be consumed directly. This challenge is 
certainly not unique to Guangdong, but the particular benefit policy 
design (top-up scheme) requires a certain level of precision for such 
information — an issue that could be tackled differently, as discussed below. 

• The fiscal allocation to the Dibao program does not allow for faithful 
implementation of such eligibility criteria. As observed during visits 
and interviews conducted during preparation of this chapter, it seems 
that in many places, despite the fiscal matching or transfers from the 
provincial government, the program is often significantly underfunded. 
As a result, an entitlement program by design is, in practice, a program 
that must ration eligibility for benefits. 

Targeting. Basic incidence analysis suggests that the current system is 
mostly benefiting the poorest segment of the population. Figure 2.3, 
using pretransfer income as the welfare variable, presents the distribution 
of beneficiaries across income quintiles by individuals and households. It 
shows that in 2007, 48 percent of the individual beneficiaries fell into the 
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Figure 2.3 Distribution of Rural Dibao Recipients across Income Quintiles, 2007 
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Source: World Bank team analysis of Guangdong rural household survey microdata provided by the Guangdong 
Bureau of Statistics. 

lowest quintile of the distribution, and over 72 percent belonged to the 
lowest two quintiles. The leakage to the nonpoor as measured by income 
was therefore relatively small. 

An analysis of Dibao recipients using household survey data also 
reveals that a significant number of beneficiaries had per capita house- 
hold incomes higher than the Dibao threshold. At the same time, many 
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households that met the income criteria did not receive Dibao. Closer 
analysis of the data and a larger survey sample are needed to help iden- 
tify patterns and the reasons behind what appear to be significant inclu- 
sion and exclusion issues. 

Aside from the targeting errors that may arise from difficulties in ver- 
ifying eligibility, several hypotheses regarding targeting deserve further 
study. First, while the data analysis used income as the eligibility criterion, 
in reality, significant weight may be given to criteria other than income, 
such as the ability to work and household consumption needs. Second, it 
is important to understand whether assumed income is applied when 
conducting means testing. If there are family members who are working 
as migrants elsewhere or who could provide support, is the receipt of that 
support assumed without further verification? It is also very important to 
determine, although perhaps from different sources of data, whether 
there is a high percentage of applicants who did not get approved for eli- 
gibility, which indicates the degree of awareness of the program and indi- 
viduals' rights and responsibilities. 

The discretion that the current system allows in establishing the 
eligibility of particular households and its implications are important to 
understand. At this point, substantial discretion is left to the village 
committee, which is below the lowest level of government. Communities 
are, in principle, involved in monitoring and providing feedback. Village 
committees can, in principle, take into account other factors and judge 
whether a particular household is eligible. Although such discretion allows 
for effective use of local knowledge, it also opens the system to potential 
abuse and credibility issues. As the system is scaled up and becomes the 
main social assistance program in China, the targeting policy and approaches 
need to become much less discretionary and much more rule-based. 

Dibao Financing 

The rural Dibao program is expected to be funded primarily by the 
municipal and county government budgets, supplemented by subsidies 
from the provincial fiscal authority. According to the "Interim Measures 
of Guangdong Province for the Management of the Dibao Program 
Fund," issued in 2005, for the 14 provincially designated poverty-stricken 
areas and Enping city, the provincial financial department subsidized 
30 percent and 50 percent of the urban and rural Dibao benefit expendi- 
tures, respectively. These provincial inputs were increased to 40 percent 
and 60 percent, respectively, starting from January 2008. The prefecture- 
level cities are required to shoulder a certain proportion of financing 
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responsibility for the program according to local capacity in order to 
reduce the fiscal pressure at the county level. 

Overall Expenditure on Dibao. Guangdong as a province has dedicated 
a very small proportion of its government budget expenditures to the 
rural Dibao program, particularly compared to other provinces. Figure 2.4, 
panel a, shows rural Dibao payments as a percentage of government 
budget expenditures by province. At 0.24 percent, Guangdong's expen- 
diture was lower than the national average of 0.27 percent in 2007. 
Figure 2.4, panel b, also shows that Guangdong had one of the lowest 
proportions of urban and rural Dibao payments as a percentage of GDP 
compared to other provinces. It is perhaps expected that as a province 
gets richer, the need for poverty reduction relative to the size of the 
economy is reduced. However, as illustrated earlier, Guangdong needs to 
and can provide more inputs to eradicate extreme poverty and improve 
the basic living conditions of the rural poor. 

Financing by the Provincial Government. Provincial inputs in less devel- 
oped regions are critical to the successful implementation of the Dibao 
program. Among the key questions regarding whether the financing needs 
of the programs are being addressed are the following: How well are the 
overall program financing needs established, and what incentive problems 
have been encountered when budgeting the program? Is the transfer of 
provincial inputs adequate and timely, and are the regional variations 
appropriate? Is the required matching amount by prefecture and county 
government secured, and if not, how much is lacking and why? To ensure 
that the program is adequately budgeted to meet the financing needs, does 
the provincial-local balance need to be adjusted further, and what steps are 
needed to ensure that local funds are devoted as required? 

Financing data were too limited for the study to answer these critical 
questions fully and to obtain a systematic picture of the actual financing 
arrangements. Data from the statistical yearbook could only confirm the 
observation that the provincial government plays a major role in financing 
rural Dibao in poor areas. Meanwhile, the actual level of financing varied 
significantly across the province and differed from the required percentage 
in some cases. Figure 2.5, panel a, shows how financing responsibilities 
were shared among different levels of government. Among the seven cities 
in the Pearl River Delta, only Enping city (in Jiangmen) received a provin- 
cial subsidy, though at 44 percent of the total Dibao payments rather than 
the prescribed 50 percent. In underdeveloped areas, all cities except 
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Figure 2.5 Financing of Rural Dibao by the Provincial and Local Governments 
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Heyuan and Shantou received some provincial subsidy. The percentages in 
other cities, except Jieyang and Qingyuan, were below 50 percent, with 
the lowest in Meizhou at 27 percent. 

Local Financing. Rural Dibao payments comprise a small fraction of 
general budget expenditures for most local governments in Guangdong. 
Figure 2.5, panel b, shows the percentage of rural Dibao payments in the 
general budget expenditures of local governments (county, city, or district 
level). By December 2006, this percentage was below 0.5 percent in 
14.1 percent of counties (cities or districts) and above 1 .5 percent in only 
1 1.5 percent of counties (cities or districts). Although it is difficult to pin- 
point what the "right" percentage should be, the proportion of budget 
expenditures that is allocated for the rural Dibao program is clearly very low. 

Intergovernmental Fiscal Issues. Central to the success of all social assis- 
tance programs is the intergovernmental fiscal policy and framework. With 
the substantial variation in fiscal capacity and poverty situations within and 
across provinces, substantial redistribution of fiscal resources will be neces- 
sary. In the short to medium term, the government may need to develop a 
simple and transparent formula that helps set the level of redistribution and 
introduce the link between performance and allocation. In the early devel- 
opment stage of the urban Dibao system, such a formula was used when 
the national government allocated across provinces; however, some aspects 
of the formula were not clearly spelled out. Ring-fencing — that is, specifi- 
cally allocating — such expenditure to protect the critical social programs 
became necessary. In the long term, as intergovernmental fiscal reform 
progresses, earmarking may need to give way to a well-defined, general 
transfer mechanism. In either scenario, a good measure of the needs and 
the performance of the Dibao program will be essential. 

Dibao Program Governance and Administration 

In studying the Dibao program in Guangdong, it appears that two sets of 
issues concerning program governance and administration require attention 
from the provincial authorities. If these issues are left unaddressed, what 
appears to be a well-designed and popular social program may not only fail 
to achieve its stated objectives, but also become a source of social tension. 

Governance and Accountability. Perhaps characteristic of China's eco- 
nomic and social policies, Dibao is governed by national and provincial 
policies that leave substantial room for local interpretation. Less character- 
istic is the fact that many of the Dibao program decisions are made at the 
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village level. With an average of one civil affairs officer at the township or 
county levels of government having to serve more than one thousand 
households, there is not sufficient capacity to check and ensure that poli- 
cies are implemented consistently at the local level, leaving the program 
wide open to potential abuse and mismanagement, with limited channels 
for redress. No system has been put into place to track expenditures and 
assess efficiency. 

Administrative Resources and Capacity. Little attention seems to have 
been given to estimating and monitoring the resources required to oper- 
ate such a social assistance program as Dibao. Administrative costs at the 
very local level are not monitored and covered, as they are not part of the 
government system. Information management is not integrated vertically 
with the provincial authorities nor horizontally across core social protec- 
tion and labor market programs. Human resources seem to be a major 
cause for concern. The civil affairs bureaus at the township and county 
levels have few full-time staff dedicated to the Dibao program. As a 
result, they have limited capacity to verify household situations, ensure 
that information is kept up to date, handle grievances, coordinate with 
other social assistance programs, monitor the expenditure situation, and 
ensure the proper participation of various stakeholders. 

Building a Dibao Program for the Future: Policy 
Recommendations 

Based on the incomplete data that are available, this analysis of the rural 
Dibao program in Guangdong yields the following main conclusions. 

As the poverty and inequality situation evolves, and as Guangdong 
tackles its challenges of eradicating extreme poverty, it is highly 
appropriate to develop Dibao as the main social assistance program 
for the future. Programs targeted at particular geographic areas (for 
instance, the poverty-stricken counties) and programs focused on par- 
ticular categories of individuals (for instance, the Wubao program for 
the elderly, disabled, and orphans without family support) can com- 
plement the overall effort but cannot alone be expected to tackle the 
entire poverty situation. Social assistance programs such as Dibao that 
are targeted at poor households are the appropriate instrument at this 
new phase of development. 

However, the Dibao program in Guangdong today, particularly its rural 
component, falls significantly short of expectations. While this gap to 
some extent is only to be expected for a program that is relatively young 
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and that for a long time had an unclear mandate at the national level, 
there is an urgent need for the Guangdong government to strengthen 
the program. 

For development of Dibao into the basis and backbone of China's 
social assistance program for the future, attention is needed in four key 
areas: (1) ensuring adequacy of the system by expanding program cov- 
erage and raising the level of protection, (2) developing a policy and 
governance framework to ensure equity and accountability, (3) modi- 
fying some policy design features to ensure that the program is tar- 
geted efficiently and is compatible with individual work incentives, and 
(4) substantially strengthening the basic institutional infrastructure and 
human resources and ensuring that the program is administered effi- 
ciently and in a sustainable manner. These areas are described in 
greater detail below. 

Aligning Policy and Financing Priorities to 
Ensure Adequate Support 

Eradicating extreme poverty in rural Guangdong by further developing 
the Dibao program needs to be one of the top priorities of the Guangdong 
government. Guangdong has the need as well as the capacity to ensure 
the adequacy of the program, but the task requires determination and an 
approach based on solid policy design. Addressing the adequacy issue 
requires efforts in the following areas. 

Setting the Appropriate Dibao Standard. This study recommends that 
the Guangdong government adopt a different approach to setting the 
Dibao standard. Rather than basing the standard primarily on local fiscal 
capacity, history, and position relative to neighboring counties, a systematic 
approach should be established and followed to ensure that the standard 
reflects the true cost of living and is adjusted accordingly over time. The 
Dibao standard should also be consistent with the poverty line. The 
provincial authorities could consider adopting a common benefit floor for 
all localities in Guangdong, while allowing local government to establish a 
higher level as capacities allow. 4 

Protecting Dibao Financing. Central to success in addressing the ade- 
quacy issue of the Dibao system is ensuring that the necessary financing 
arrangements are in place. First, although there is no golden rule for deter- 
mining the appropriate level of spending, the unmet needs and the impor- 
tance to Guangdong of the rural Dibao system suggest that the current 
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level of total spending is too low. Second, in a decentralized setting, it is 
appropriate to require local governments to match the provincial-level 
transfer. However, the degree of redistribution by the provincial govern- 
ment may need to be higher. Finally, funds may need to be ring-fenced at 
the local level to ensure that they are used for the intended purposes. This 
would be particularly important as the program takes off, when basic 
rules and expectations are being formulated. 

Developing a Policy and Governance Framework 
for Equity and Accountability 

The success of the Dibao program requires a governance structure that 
involves all levels of government, grassroots administration, and commu- 
nities. Coordination among different government agencies in areas such 
as civil affairs, finance, and statistics will be critical. The program should 
also encourage participation and have channels for ensuring that stake- 
holder voices are heard. 

Going forward, a key challenge is to address the balance between flex- 
ibility and accountability. At every level of program implementation, the 
system needs to be less discretionary. More detailed criteria and proce- 
dures are necessary to ensure consistency in policy and implementation. 
Furthermore, there is an urgent need to establish a basic monitoring 
framework, track program execution, assess results and impact, and share 
information with the broad range of stakeholders. 

Modifying Policy Design to Improve Efficiency 

Drawing from the experience of urban and rural Dibao, Guangdong can 
help ensure that the program meets its stated objectives by addressing a 
range of policy and program design issues. Three major issues and the rec- 
ommended solutions are highlighted here. 

Eligibility Requirements. A combination of income testing and evaluation 
of other factors affecting the livelihoods of the poor (that is, assets and liv- 
ing conditions) seems to be an appropriate policy for the short to medium 
term. As the program is developed further, in addition to adopting a more 
systematic approach to establishing the Dibao standard and aligning it with 
the poverty line, it may be appropriate to introduce an equivalence scale 
that takes household size into account in determining thresholds. 

Targeting Mechanism. Combining income and asset testing with commu- 
nity participation for targeting is a logical choice for Guangdong at this 
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stage of development. Taking into consideration the major consumption 
needs of the poor and vulnerable (such as needs imposed by chronic dis- 
ease) also seems appropriate in this context. 

In light of the difficulties in verifying household income, as the pro- 
gram is scaled up, the Guangdong authorities could consider piloting a 
proxy means-testing mechanism. Proxy means tests basically require sta- 
tistical analysis of data from detailed household surveys to identify the 
key determining and easily observable factors of poverty. They use a for- 
mula and relative weights to generate a score for applicant households 
based on easily observable characteristics, such as location and quality of 
dwelling, ownership of durable goods, demographic structure of the 
household, and the education and possible occupations of adult members. 
Eligibility is determined by comparing the household's score against a 
predetermined cutoff. Proxy means tests are useful for reducing discre- 
tion and ensuring greater transparency and fairness. They are also appro- 
priate for addressing chronic poverty, which accounts for a significant 
share of the poor. 

Benefit Structure. While the classic guaranteed minimum income (GMI) 
design adopted in the Dibao program is conceptually clean and well 
justified, the difficulty in determining the actual income of families — 
especially for rural households — makes it virtually impossible not to 
overshoot or undershoot in the provision of benefits and makes perform- 
ance evaluation impossible. Addressing such inconsistencies between 
policy design and implementation is important for the credibility of 
the program. 

Given the nature of income and the difficulty in fully recording house- 
hold income, the authorities may wish to consider adopting a simpler 
benefit structure. The benefit structure could have two to three benefit 
levels, or it could start with a base amount that would then be adjusted 
for each household member or child. It would be a more honest and real- 
istic approach and administratively feasible to implement. 

Strengthening Institutional and Administrative Capacity 

As the rural Dibao program expands, it will be critically important to 
ensure sufficient administrative capacity to handle the workload. 
Additional resources will be needed to strengthen the civil affairs depart- 
ments, which will involve developing the information management 
system, increasing staffing levels according to the population or families 
served, and developing business processes and performance standards. 
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Notes 

1 . Two dollars per day measured in PPP terms is used to analyze the poverty 
situation in Guangdong, given its level of development relative to other 
provinces in China and other economies. 

2. For a much more in-depth introduction to the concepts, principles, and 
main instruments of social assistance and safety nets, refer to Grosh and 
others (2008). 

3. The coverage rate in Shenzhen cannot be calculated because the city has intro- 
duced an integrated hukou system for its rural and urban residents, and the city 
does not divide beneficiaries into urban and rural groups. Coverage rates in 
Foshan city and Zhuhai city cannot be calculated because the Guangdong 
Provincial Bureau of Statistics (2008) has no information on the total number 
of the local farming population with a hukou in these two cities. Figure 2.1 
excludes Shantou city due to data problems — according to the Department of 
Civil Affairs of Guangdong Province, the number of rural beneficiaries in 
Shantou city was 66,587 in 2007, but the Guangdong Provincial Bureau of 
Statistics (2008) indicates that Shantou city had only 45,200 people with a 
rural hukou in 2007, yielding a coverage rate of 147.32 percent. 

4. If localities are allowed to set a higher standard, the financing responsibility 
for this enhanced protection should be assigned to the local authority to 
ensure that the appropriate incentives for the local authority are in place. 
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CHAPTER 3 



Developing an Efficient and 
Integrated Labor Market in 
Guangdong Province 



For Guangdong to achieve its proposed plan of doubling the average 
income of its residents in five years, accelerating income growth for rural 
residents will be a key priority. Despite remarkable economic achieve- 
ments over the past three decades, the income gaps between rural and 
urban areas are still significant in Guangdong. As Guangdong's economy 
has grown, income inequality between rural and urban households has 
also grown, mirroring the trend at the national level. The empirical study, 
"Understanding Poverty and Inequality in Guangdong," finds that this 
urban-rural disparity comprises the largest share of overall income 
inequality in the province [Wang 2010). Clearly, rapid growth in rural 
incomes is needed to narrow the income gap and raise the average income 
of Guangdong's residents. 

In determining how to promote this income growth among rural house- 
holds, one finds it is clear that labor market income is of central importance. 
This holds true especially in Guangdong, where wage income accounted 
for 56.9 percent of net income for rural households in 2007, compared 
to 38.6 percent for China overall, 52.5 percent for Jiangsu province, and 
48.5 percent for Zhejiang province. As shown in figure 3.1, labor market 
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Figure 3.1 Rural Household Income in Guangdong by Source, 2007 
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activities dominated the income composition for rural households across 
all regions of Guangdong in 2007. Regression analysis results using rural 
household survey data for Guangdong also indicate that spending more 
time on off-farm activities — particularly for migration work — raised aver- 
age rural household income. 1 Going forward, it is expected that rural 
income growth will rely mainly on labor income, since the average size of 
cultivated land is very limited in Guangdong. 

Analysis of household survey data underscores the importance of rural 
household income for reducing inequality. Using various indexes for 
inequality, figure 3.2 shows that income inequality indexes fall as the 
ratio of labor income increases, implying that income gaps will be reduced 
as the share of income from the labor market grows. 

Because wage income is a major component of income for most rural 
residents in Guangdong, the labor market situation has a significant influ- 
ence on rural incomes. The availability of off-farm employment and the 
degree of labor mobility have become critical determinants of income for 
Guangdong's rural residents. Policies to stimulate labor demand, and 
labor market regulations and policies that affect mobility, therefore play 
a key role in expanding — or limiting — opportunities to earn wage income, 
which in turn can affect poverty and inequality, as well as economic 
growth prospects. 
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Box 3.1 

Measuring Inequality 

Inequality indexes are often applied to measure the inequality of income or 
wealth. These indexes include the following: 

• Lorenzcurve — a graphical representation of the cumulative income share (verti- 
cal axis) versus the cumulative population distribution (horizontal axis). If each 
individual had the same income — or total equality — the income distribution 
curve would be a straight 45-degree diagonal line. The deviation from the 45- 
degree diagonal line reflects the extent of income inequality. 

• Gini coefficient — the area between the line of perfect equality and the observed 
Lorenz curve, as a percentage of the area between the line of perfect equality 
and the line of perfect inequality. The higher the coefficient, the more unequal 
the distribution is. It is sometimes argued that one disadvantage of the Gini 
coefficient is that it is not additive across groups, meaning that the total Gini of 
a society is not equal to the sum of the Ginis for its subgroups. 

• Theii index — a less commonly used measure of income inequality, with a differ- 
ent formula for calculating the magnitude of income inequality. Unlike the Gini 
coefficient, theTheil index is additive across different subgroups or regions. 
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Although Guangdong has made significant progress in expanding 
employment opportunities and developing its labor market, the recent 
global economic crisis has shown that Guangdong's economy is very vul- 
nerable to external shocks, which could undermine such progress. 
Although the effects of the crisis have been felt in other parts of China, 
the impacts on economic growth and employment in Guangdong were 
particularly severe given the province's export orientation. The crisis has 
underscored the importance of further efforts to strengthen the labor 
market and to improve flexibility and openness for Guangdong to main- 
tain its long-term competitiveness. Greater attention to social protection 
institutions will also be critical to preparing Guangdong for any future 
crises that may occur. 

To help fill knowledge gaps and inform policy making, this chapter 
assesses the current labor market situation in Guangdong and draws out 
implications for future policy. Given the importance of raising rural 
incomes to address the problem of urban-rural inequality, the chapter 
focuses primarily on issues related to the rural labor force. It first provides 
a brief overview of Guangdong's labor market and discusses recent trends, 
including the impacts of the global economic crisis. It then identifies the 
main factors that have hindered the functioning of the labor market, with 
a particular emphasis on factors affecting labor mobility. The chapter con- 
cludes by laying out a range of policy options to address these challenges 
and ensure the development of an efficient and integrated labor market. 

Labor Market Overview 

Key Trends 

As China's largest provincial economy, Guangdong has a massive labor 
market and has created the most employment opportunities of all the 
provinces. In terms of overall labor market trends, employment has 
shifted increasingly to the manufacturing and services sectors of the econ- 
omy. As shown in figure 3.3, a steady decrease in the proportion of 
employment in the primary sector has been accompanied by a steady 
increase in employment in the secondary and tertiary sectors. Similarly, 
rural farm employment has decreased while rural off-farm employment 
has increased. 

Labor Supply 

Recent Trends in Labor Allocation. With the development of the nona- 
gricultural sectors in Guangdong, a pronounced shift in labor supply has 
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Figure 3.3 Employment by Sector in Guangdong 
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Table 3.1 Labor Allocation by Region, 2007 
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Source: Author's calculations from rural household survey data (Quangdong Bureau of Statistics 2007). 



taken place out of agriculture and even out of rural areas. As shown in 
table 3.1, about 60 percent of Guangdong's rural labor force in 2007 
was "transferred labor," defined in this chapter as the rural labor force 
that spends time on off-farm activities, including local off-farm activities 
and migration work. The pattern differs by region: regions with devel- 
oped local nonagricultural industries generate demand for rural labor, 2 
while the rural labor force in mountainous regions tends to work in other 
regions. 

The time spent on each category of work activity, which is another 
dimension of labor allocation, shows a similar movement away from farm 
work toward local off- farm or migration work. As shown in figure 3.4, 
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Figure 3.4 Labor Allocation, 2005 and 2007 
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b. Rural labor allocation, 2007 
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changes in the pattern of rural labor allocation took place even in the 
two-year interval between 2005 and 2007. The average time allocated to 
farm work per laborer in Guangdong was 3.91 months in 2005, dropping 
to 3.75 in 2007. Meanwhile, the total months spent on off- farm activities 
increased from 4.69 months to 4.89 months. 

Determinants of Labor Allocation. What factors influence this labor 
allocation in Guangdong? A regression analysis of the rural household sur- 
vey data points to a number of individual and household characteristics 
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that affect the decision to engage in labor transfer. In terms of individual 
characteristics, young workers are, in general, more likely to participate in 
off-farm activities. The analysis shows that in 2007, one additional year of 
age reduced the probability of participation in off-farm activities by about 
1.7 percent (table 3.2). Young workers were more likely to prefer migra- 
tion work, while older workers preferred local work. A breakdown of 
working time allocation by age is consistent with these findings: for peo- 
ple below age 60, time allocated to farm work increased with aging while 
showing an inverted U-shape for local off-farm activities (table 3.3). 

The analysis also shows that males are more likely to engage in off- 
farm activities. Holding other things constant, the probability of a male 

Table 3.2 Change in Determinants of Labor Allocation 

% difference in probability 

Determinant 2005 2007 



Labor transfer from agriculture 



1 additional year of age 


-1.6 


-1.7 


Gender: male 


20.0 


18.3 


1 additional year of schooling 


2.3 


2.4 


1 additional percent of ratio of children below age 6 


-4.9 


-13.3 


1 additional percent of ratio of the elderly above age 65 


5.0 


-1.4 


1 additional percent of ratio of labor force 


-26.0 


-17.6 


1 additional household member 


-0.86 


0.7 


1 additional mu of cultivated land 


-1.07 


-1.7 


Local off-farm work 






1 additional year of age 


0.3 


0.2 


Gender: male 


8.7 


6.8 


1 additional year of schooling 


2.6 


2.8 


1 additional percent of ratio of children below 6 


12.5 


2.1 


1 additional percent of ratio of the elderly above 65 


-20.6 


-29.1 


1 additional percent of ratio of labor force 


-52.8 


-39.6 


1 additional household member 


-3.2 


-2.2 


1 additional mu of cultivated land 


-1.9 


-2.0 


Migration work 






1 additional year of age 


-1.3 


-1.6 


Gender: male 


5.7 


7.1 


1 additional year of schooling 


1.0 


0.7 


1 additional percent of ratio of children below age 6 


-14.0 


-12.9 


1 additional percent of ratio of the elderly above age 65 


2.0 


8.9 


1 additional percent of ratio of labor force 


7.5 


6.3 


1 additional household member 


0.9 


1.5 


1 additional mu of cultivated land 


0.5 


0.0 



Source: Author's calculations from Quangdong Bureau of Statistics 2007. 
Note; 1 .00 mu = 0.1 6 acre. 
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Table 3.3 Working Time Allocation by Group, 2007 

months per year 



roup 


rui 1 II vvui t\ 


/ r\m\ nff-fnirnri 
LULUt Ul 1 IUI 1 1 1 


iviiyiuLiuii wui ft 


All \/i/n yu\y~\ rt 1~imo 
r\ll VvUII\liiy lllllc 


Age 










20 and below 


1.31 


2.01 


4.92 


8.24 


21-30 


1.52 


2.18 


5.81 


9.50 


31-40 


3.62 


3.56 


2.43 


9.61 


41-50 


5.93 


3.19 


0.51 


9.63 


J I — ou 


f~ 19. 
D.ZO 


3^ 
Z.J J 


n 1 i 

U. 1 z 


o. / D 


60 and above 


2.85 


0.52 


0.05 


3.42 


Education 










Primary and below 


5.14 


1.65 


0.70 


7.50 


Jr. high school 


3.40 


2.47 


3.44 


9.31 


Sr. high school 


3.21 


3.84 


2.08 


9.13 


College and above 


0.33 


4.86 


3.36 


8.54 


Gender 










Male 


3.38 


2.80 


2.82 


9.00 


Female 


4.14 


2.07 


2.07 


8.28 



Source: Author's calculations from rural household survey data, Quangdong Bureau of Statistics 2007. 



worker participating in labor transfer is 18.3 percent higher than that of 
his female counterpart. The same trend is evident for migration work, and 
these findings are again consistent with the working-time allocation pre- 
sented in table 3.3. 

Unsurprisingly, workers with higher levels of education are more likely 
to transfer. In 2007, one additional year of schooling increased the prob- 
ability of labor transfer by about 2.4 percent (table 3.2). The marginal 
impact of years of schooling is larger for local off-farm work than for 
migration work. The allocation of working time also shows that educated 
people prefer off-farm work — in particular, local off-farm work. 

In terms of household characteristics, the analysis shows that between 
2005 and 2007, households with a higher ratio of children to household 
size became less likely to engage in labor transfer. Workers with pre- 
school children preferred local work, and the data reveal a significant 
influence on the migration decision, with rural farmers being less likely to 
migrate if they had preschool children. These findings suggest that access 
to social services such as child care may be an important determinant of 
rural labor transfer. 

The effect of having elderly household members is mixed. The analy- 
sis shows that a household with a higher ratio of elderly is less likely to 
engage in local off-farm work. However, it also shows that a household 
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with a higher ratio of elderly is more likely to migrate for work. The rea- 
son for this discrepancy may depend on the role of the elderly members 
in the household. The elderly could be dependents who need care, mak- 
ing off-farm labor transfer less likely, or the elderly could help facilitate 
off-farm labor transfer if they provide child care for the children in the 
household. 

Does Guangdong Have Surplus Labor? At the national level, the ques- 
tion of whether China is reaching the end of its labor surplus phase is 
controversial. Anecdotal evidence indicates that many growing markets in 
China, particularly in the coastal areas, are facing shortages of cheap labor. 
In those areas, wages for informal sector and migrant workers are starting 
to rise [Du, Cai, and Wang 2006) . Cai (2007) also finds that in certain 
areas, the annual growth rate of average monthly wages for migrants has 
increased significantly, from 2.8 percent in 2004 to 11.5 percent in 2006, 
and points to this trend as a sign that China is exhausting its population 
dividend and reaching a "Lewis" turning point, which means the era of 
unlimited labor supply is going to end soon. Others, however, argue that 
the tightening of the labor supply is artificial and caused by fragmented 
labor markets and regulatory constraints on labor mobility. 3 

The size of rural surplus labor is a critical issue for Guangdong, partic- 
ularly in light of the measures that have been proposed to restructure the 
economy. One of the most prominent measures is the "dual transfer" pro- 
gram, which aims to transfer agricultural labor to urban areas and relocate 
industries to less developed regions of the province. The success of this 
program, which is being supported by government funding of 50 billion 
yuan, depends on the size of rural surplus labor. 

In a determination it whether Guangdong has surplus labor that can 
be transferred from rural to urban areas and from agriculture to industry, 
the method of measurement is critical. Most studies estimate the size of 
surplus labor based on the difference between the total rural labor force 
and the total labor demand for agriculture. However, this methodology is 
flawed because the labor allocation to agriculture is determined not only 
by agricultural productivity, but also by prices of agricultural outputs, job 
opportunities in the nonagricultural sector, and other factors. 
Furthermore, the estimation is based on aggregated data that do not cap- 
ture the variations caused by individual characteristics. As described 
above, labor allocation decisions depend to a large extent on individual 
characteristics, such as age and education. In addition, estimating actual 
labor use in agriculture based on aggregated data is very difficult. 



112 Reducing Inequality for Shared Growth in China 



Using an alternative measure that predicts surplus labor in rural areas 
by looking at working-time allocation, it appears that Guangdong still has 
a large pool of transferable rural labor. Using the probability of migration 
for each individual based on his or her personal characteristics, one can 
calculate the predicted average probability of migration for each age 
group. In table 3.4, the first row shows the current labor resources in rural 
Guangdong. The fourth row ["probability of transfer") presents average 
group probability according to the predicted individual probability. The 
seventh row ("potential migrants") displays the predicted amount of 
migration from current labor resources. The summation in the fifth row 
("transferable") gives a total of about 4.3 million workers who are avail- 
able for transfer to nonagricultural industries. 

Notably, the actual amount of transferable labor for off-farm activities 
is lower than the estimate used by policy makers, indicating that the 
scope for using the dual transfer program to transfer labor may be more 
limited. The analysis estimates that Guangdong has about 1.5 million 
rural workers who could potentially migrate. It should also be recognized 
that while Guangdong still has a very large number of rural workers in 



Table 3.4 A New Estimation of Surplus Labor in Rural Guangdong, 2007 




Age 20 
and below 


Age 
21-30 


Age 
31-40 


Age 
41-50 


Age 
51-60 


Total 


Rural labor 














(thousands) 


2,221 


7,294 


6,975 


6,047 


3,988 


28,456 


Percentage of 














nontransferred 


23 


17 


29 


45 


59 


41 


Number of 














nontransferred 


511 


1,240 


2,023 


2,721 


2,353 


11,667 


Probability of 














transfer 


0.82 


0.67 


0.54 


0.4 


0.29 


0.38 


Transferable 














(thousands) 


427 


825 


1,086 


1,105 


679 


4,346 


Probability of 














migration 


0.71 


0.5 


0.18 


0.075 


0.027 


0.13 


Potential 














migrants 














(thousands) 


362 


614 


365 


203 


64 


1,544 


Remaining in 














agriculture 














(thousands) 


84 


415 


937 


1,616 


1,674 


7,321 



Sources: The data in the first row are from the National Bureau of Statistics 2008b. The other numbers are the 
author's estimations based on data in Quangdong Bureau of Statistics 2007. 
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agriculture, the willingness of all of these workers to transfer is question- 
able. Many young and well-educated workers have already transferred to 
nonfarm sectors, while the workers between ages 41 and 60 have a low 
propensity to transfer. These issues are discussed further in the policy 
implications section below. 

Labor Demand 

The Nature of Labor Demand in Guangdong. Labor demand in 
Guangdong has been determined to a large extent by the province's posi- 
tion as an important "world workshop," which has given rise to a very 
labor-intensive economy. Guangdong was the first place to receive the 
industries that were transferring out of the newly industrialized 
economies, so labor-intensive industries took root in Guangdong earlier 
than in other coastal areas of China. Thanks to this economic structure, a 
unit of GDP creates more employment in Guangdong than in other parts 
of China. As table 3.5 shows, 10,000 yuan of value added in secondary 
industry created 0.17 job vacancies in Guangdong in 2004, compared 
to 0.13 in the Yangtze River Delta, which has been another engine of 
China's economy, and in China overall. 

Notably, with its high demand for low-skilled workers, Guangdong has 
attracted more migrants from other parts of rural China than from within 
Guangdong itself. As shown in table 3.6, migrant workers accounted for 
58.3 percent of off-farm employment in 2005, and most of these 
migrants were from rural areas of other provinces. This phenomenon was 
even more pronounced in the manufacturing sector, where migrant work- 
ers accounted for 71.8 percent of employment, and rural migrant work- 
ers from other provinces alone accounted for 53.8 percent of 
employment. The percentages of migrant workers — and migrants from 
outside the province, in particular — were much higher in Guangdong 
than in the Yangtze River Delta and China overall. Since the low-skilled 
jobs offer low pay, rural workers in the Pearl River Delta (PRD) who have 



Table 3.5 Economic Structure and Employment 





Guangdong 


Yangtze River Delta 


China 


Value added/GDP (2007) 


0.48 


0.48 


0.43 


Exports/sales (2004) 


0.43 


0.25 


0.19 


Employment/value added 


0.17 


0.13 


0.13 


(2004, person/10,000 yuan) 









Sources: The first row is calculated from National Bureau of Statistics 2008a. The data in the second and the third 
rows are from National Bureau of Statistics 2008b. 
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Table 3.6 Distribution of Employment by Locality, 2005 

percent 



Origin of workers 


Guangdong Yangtze River Delta 


China 


Nonagricultural employment 


Local 


41.8 


69.0 


70.9 


Migrants 








Urban migrants of other provinces 


5.5 


1.3 


2.0 


Urban migrants from within province 


6.4 


5.5 


8.0 


Rural migrants of other provinces 


36.0 


16.2 


10.9 


Rural migrants from within province 


10.4 


8.0 


8.2 


Total 


58.3 


31.0 


29.1 


Employment in manufacturing 


Local 


28.2 


64.9 


63.9 


Migrants 








Urban migrants from other provinces 


6.0 


1.2 


2.2 


Urban migrants from within province 


3.1 


3.6 


5.2 


Rural migrants of other provinces 


53.8 


23.1 


20.8 


Rural migrants from within province 


8.9 


7.3 


7.9 


Total 


71.8 


35.2 


36.1 



Source: Author's calculations based on 1% Population Sampling Survey 2005. 

Note: Local workers are defined as those who work within the township of their hukou locality. 



income from assets, as represented in figure 3.1, and high reservation 
wage rates are reluctant to accept those jobs. As a result, rural "surplus" 
labor can be found in the developed areas of Guangdong, which have the 
most employment opportunities. 

In Guangdong, demand for labor is driven by the export-oriented sec- 
tors, which is unsurprising, given the export- oriented nature of its econ- 
omy. Even compared to the Yangtze River Delta, Guangdong's economy 
is highly export- oriented. Guangdong and the Yangtze River Delta have 
similar proportions of secondary industry; the share of secondary indus- 
try in GDP was 48 percent in 2007. However, data from the 2004 eco- 
nomic census show that the ratio of export value to total sales in 
secondary industry was 43 percent for Guangdong, compared to only 25 
percent for the Yangtze River Delta and 1 3 percent for China as a whole. 

It should be noted that while the export-oriented sectors have played 
an important role in generating employment in Guangdong, the heavy 
export orientation has left industries and their workers vulnerable to 
shocks that affect demand for exports. A clear example is the recent 
global economic crisis, which has already affected growth and employ- 
ment in China, and in Guangdong in particular. Unlike the 1997 East 
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Asian financial crisis, which affected most of Guangdong's competitors, 
this crisis has affected the economies that are buyers of Guangdong's 
export products. Faced with declining orders, many manufacturing firms 
have closed down. Given the labor-intensive nature of Guangdong's 
economy, the impact of the shock has been even greater on employment 
than on GDP. Over 15,000 small and medium-size enterprises were shut 
down in the first eight months of 2008, and the trend continued. The 
impact on migrant workers who, as noted above, are the majority of 
workers in manufacturing, has been particularly severe. As in many other 
countries, the shock has resulted not in pay decreases, but in the reduc- 
tion of positions, and migrants have been the first to be laid off. It has 
been reported that the large return migration flow that usually takes 
place prior to the Spring Festival happened sooner in 2009 (Chen 2009) . 
Estimates based on surveys conducted by the Ministry of Agriculture 
indicate that about 38.5 percent of migrants nationwide returned home 
early; of those, 39.6 percent had lost jobs. The PRD region is where mas- 
sive return migrations were observed first and where the magnitude was 
the highest among all coastal regions (Sheng 2009). In general, migrant 
workers were more vulnerable to the decline in the economy, since 
they work mainly in the informal sector and have less access to social 
protection. 4 

Regional Changes in Labor Demand. Given the challenge of reducing 
inequality in Guangdong, it is important to assess the recent shifts in labor 
demand across different regions of the province. A number of factors have 
contributed to a change in employment structure across the regions, such 
as rising wages and higher land costs in certain areas of Guangdong. 
According to interviews with firms in the PRD, substantial increases in 
land costs and higher land use fees have aggravated the situation for firms. 
At the same time, the appreciation of the yuan against the U.S. dollar in 
2007 and 2008, as well as soaring energy and raw material prices, have 
negatively affected export-oriented firms. 

Driven by these factors, labor demand has shifted from the PRD to 
other areas of Guangdong in recent years. As shown in figure 3.5, 
employment in the PRD comprised half of total employment in 
Guangdong in 2000, then dropped to 42 percent in 2005. Meanwhile, 
the mountainous region had a significant increase of employment 
opportunities. Because this shift took place before the implementation 
of government labor transfer programs, it appears the changes were 
driven by market forces. 
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Figure 3.5 Regional Employment Structure, 2000 and 2005 



2000 2005 




■ PRD ■ mountainous areas 

□ western Guangdong □ eastern Guangdong 

Sources: Author's calculations from Population Census in 2000 and 1% Population Sampling Survey in 2005. 

Barriers to a Mobile and Flexible Labor Market 

In the course of its economic reforms, Guangdong has reaped tremen- 
dous benefits from having an open and competitive labor market. 
Thanks to the development of non-state-owned enterprises (SOEs) in 
the early stages of reform, the enterprises there broke out of the rigid 
employment system much earlier than those in the rest of China. By 
simplifying tedious personnel procedures, firms in Guangdong easily 
attracted many skilled and talented workers from other provinces. In 
terms of hiring and firing decisions, firms introduced the market mech- 
anism in Guangdong much earlier than in the other regions. Clearly, having 
an open and flexible labor market has been critical to economic growth in 
Guangdong, particularly with its labor-intensive industries. 

However, Guangdong still faces a number of challenges in developing 
a true labor "market." Significant barriers to labor mobility — for example, 
in the household registration (hukou) system and the social protection 
system — continue to exist within Guangdong and across provinces. These 
barriers compromise the efficient allocation of labor and limit wage- 
earning opportunities for rural workers, thereby posing a threat to 
Guangdong's goal of reducing inequality. It also appears that recent 
national-level regulations, such as the Labor Contract Law and minimum 
wage regulations, have imposed significant burdens on firms in 
Guangdong and may be reducing labor market flexibility. 
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Hukou Restrictions 

Despite measures to reform it, the hukou system in Guangdong still poses 
a barrier to labor mobility. As early as 2001, Guangdong first proposed to 
abolish agricultural, nonagricultural, and other types of hukou and integrate 
them as residential hukou. Since then, many provinces have followed 
Guangdong's example in reforming their hukou systems. However, 
reforming the hukou system is not simply a matter of changing the regis- 
tration system. Barriers to obtaining a hukou and unequal access to public 
services and welfare programs associated with hukou can discourage 
workers who would otherwise migrate. 

One problem with the current hukou system in Guangdong is the 
restrictions placed on obtaining hukou, particularly in the developed areas 
of Guangdong. Given Guangdong's heavy reliance on migrant labor as 
described above, this issue is particularly serious for Guangdong as com- 
pared to other provinces. A recent case study found that even a well- 
educated manager has difficulties obtaining a hukou in developed parts of 
Guangdong such as the PRD (Cai and Du 2008). The barriers for 
unskilled migrants are presumably even higher. 

For rural workers migrating within Guangdong, another problem is 
that access to services and programs is not equal for rural and urban res- 
idents. Furthermore, the provision of services varies across different parts 
of Guangdong. Migrants are concerned not only about wage rates, but also 
about whether they can meet family needs in cities in a stable and afford- 
able way. Lack of access to affordable health care, to good-quality schools 
that are free for the compulsory education period or accessible at a rea- 
sonable cost, and to decent affordable housing are major deterrents to 
migration. These restrictions contribute to labor market segmentation 
between rural and urban areas, lowering the overall efficiency of 
Guangdong's labor market. 

Labor Market Regulations 

Labor Contract Law. Although the new Labor Contract Law was 
enacted with the aim of protecting workers, these regulations appear to 
be having adverse effects on Guangdong's firms. Those effects may in 
turn hurt workers and contribute to labor market rigidity. Under the 
law, which took effect January 1, 2008, all firms are required to have 
written contracts with employees. Interviews with firms in the PRD 
indicate that the associated increases in hiring and firing costs have 
hurt Guangdong's labor-intensive industries (Cai and Du 2008). The 
increased labor costs come as a blow at a time when export-oriented 
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firms are also struggling with the appreciation of the yuan and rising 
raw material prices. 

The requirement that employers assume social security contributions 
for their employees has also added to labor costs. Firms in Guangdong 
hire a large number of migrant workers who are unable to transfer their 
social security accounts when they move, as discussed below. In these 
cases, strict implementation of the law simply increases labor costs for 
enterprises without significantly improving the well-being of employees. 

Struggling with these increased costs, firms in Guangdong have 
reduced labor demand through a number of channels. To save on labor 
costs, enterprises in the formal sector tend to outsource some parts of 
production to the informal sector, which contributes to rising informality 
in the economy. Firms might even collude with migrant workers to have 
an informal employment relationship without a contract, again contribut- 
ing to informality and weakening worker protection from other perspec- 
tives. The increasing price of labor relative to capital also pushes 
employers to find ways of using more capital rather than labor. In the 
most extreme cases, a significant increase in labor costs can lead to the 
shutdown of enterprises and reduce labor demand. 

Minimum Wage Increases. Although the minimum wage system was 
introduced into the urban labor market 15 years ago, enterprises have 
started feeling the impacts only recently. One reason is that at the local 
level, the minimum wage standard has risen more rapidly in recent 
years. Another reason is that both the central and local governments 
have been giving greater attention to enforcement of the regulations 
than previously. 

Since 2004, when the Ministry of Labor and Social Security issued new 
minimum wage regulations, the minimum wage standard in Guangdong 
has been raised significantly. As shown in figure 3.6, the average minimum 
wage standard in Guangdong was slightly higher than the national average 
in 2004 . Since then, Guangdong has raised the standard more rapidly com- 
pared to the national average, with the average minimum wage standard in 
Guangdong reaching 655 yuan per month by 2007. 

While a higher average minimum wage for Guangdong may be appro- 
priate, given its level of development and costs of living, the frequency 
and size of the adjustments impose a significant burden on the province's 
labor-intensive industries. Firms that cannot afford the frequent adjust- 
ments may need to shut down, pushing down labor demand. The method 
of calculating the minimum wage standard also may be problematic. The 
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Figure 3.6 Average Minimum Wage Standards in Guangdong and China 
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Source: Du and Pan 2009. 

minimum wage level should be established relative to the average wage, 
but because a larger number of migrant workers are concentrated in 
Guangdong, the average wages based on the current reporting system are 
overestimated. Therefore, the calculated minimum wage level may be 
higher than what is actually appropriate. Although higher minimum wages 
may help Guangdong attract more migrant workers, it may be detrimen- 
tal to low-skilled workers if their labor becomes unaffordable for firms. 

Limited Social Protection 

Labor mobility to and within Guangdong is also hindered by the limited 
social protection for migrant workers. As discussed in World Bank (2008), 
migrants in China tend to be concentrated in occupations that expose 
them to greater risk of work-related injury and illness, particularly in the 
manufacturing and construction industries. In China overall, migrant 
workers accounted for 80 percent of deaths in construction, mining, and 
chemical factories and for approximately 90 percent of patients suffering 
from workplace-related diseases {China Daily 2006; ILO 2006). 
However, few migrants are covered by any social insurance programs, so 
any serious injury or illness can impose an immense burden on migrant 
workers and their families. In the China Urban Labor Surveys conducted 
in 12 cities in 2004 and 2005, only a very small proportion of migrant 
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workers reported participating in the main social insurance programs — 
6.8 percent for medical insurance and 4.4 percent for unemployment 
insurance, compared to 52.3 percent and 18.8 percent, respectively, 
among local residents [World Bank 2009) . 

Another issue for migrants in Guangdong, as in other provinces of 
China, is the portability of social insurance benefits, such as pensions. 
Rather than paying a large portion of their payroll into a pension scheme 
that may provide little or no benefit to them in the future, migrant work- 
ers may prefer not being covered. However, if they could take their 
accounts with them when they moved, workers might feel less com- 
pelled to stay in the same job when a better opportunity arose else- 
where, and they might be more willing to contribute to the system out 
of their payroll. 

Policy Implications 

The above analysis indicates that while Guangdong has made tremendous 
strides in developing an open and competitive labor market, further 
efforts are needed to help raise rural incomes and reduce poverty and 
inequality in the province. Given the importance of wages from off-farm 
and migrant work for rural households, fostering urban-rural labor mar- 
ket integration and greater mobility for Guangdong's rural surplus labor 
will be critical. Taking into account the determinants of labor allocation 
and the barriers to mobility discussed above, this section highlights a 
range of labor market policies that Guangdong can use to remove barriers 
to mobility, facilitate migration, and protect against future shocks, thereby 
strengthening its overall labor market and improving its longer-term com- 
petitiveness. Intensified investments in human capital will also be critical 
in this regard, namely for improvements in general education and skills 
development, which are discussed in chapters 6 and 7. 

Notably, Guangdong's government has already recognized the impor- 
tance of labor mobility in its "dual transfer" strategy, which focuses partly 
on transferring labor or moving people to jobs. Continuing to build on its 
success in developing a flexible labor market, the government can play a 
crucial role in facilitating the movement of workers while allowing mar- 
ket forces to work. Given the complex issues involved in the migration 
decision at the individual and household levels, it is not possible or appro- 
priate to set a simple target for how many individuals will be moved. Nor 
can it be expected that government interventions will persuade all rural 
surplus labor to move, since the decision to migrate involves a host of 
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individual and household considerations and should be market-driven. 
However, by removing barriers to migration and creating a friendly envi- 
ronment for migrant workers, the government can help improve the func- 
tioning of the labor market itself. 

It should be emphasized that, to be effective, measures to facilitate 
labor transfer must be tailored carefully to different groups of rural sur- 
plus labor. As described earlier, rural surplus labor is not a homogeneous 
group, and the decisions to engage in off-farm or migrant work depend to 
a large extent on individual and household characteristics. The incentives 
and disincentives for labor transfer vary depending on age, number of 
dependents, and other factors. Therefore, a one-size-fits-all approach is 
unlikely to have a meaningful impact. 

The other part of the "dual transfer" strategy, which is to transfer labor- 
intensive industries from the PRD to the "lagging" regions of Guangdong, 
is riskier and may be more difficult to implement successfully. The 
transfer of industries involves a high degree of government intervention, 
which may work against market forces. Another risk is that the enter- 
prises will relocate to lagging regions without adequate efforts to upgrade 
their technology, making it likely that the lagging regions will someday 
face the same difficulties that the PRD is now facing. In addition, despite 
the strong commitment of each level of government to protecting the 
land and environment, local governments still have strong incentives to 
suppress land prices and trade environmental protection for GDP growth. 

Whatever policies the government chooses to pursue, it will be 
important to sequence the measures properly and undertake them in a 
gradual process to minimize any adverse effects for rural and urban 
areas. The exact timing will depend on the policy priorities of the differ- 
ent levels of government. Some reforms — for example, to the hukou 
system — might be politically sensitive and will require very careful 
phasing and management. 

Reducing Institutional Barriers to Migration 

Understanding the Impacts of Labor Market Regulations. Given the 
potentially adverse impacts the Labor Contract Law and minimum wage 
regulations may have for employers and, hence, workers, a better under- 
standing of how these regulations affect Guangdong's labor market 
should be developed. Although such regulations are very important for 
safeguarding worker interests, they need to be implemented carefully so 
the flexibility of the labor market is maintained. Further research is 
needed on the direct and indirect costs imposed on firms by the Labor 
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Contract Law, the way hiring and firing decisions have been affected, and 
the impact on labor demand. For the minimum wage standard, more sci- 
entific ways of calculating the level should be explored to ensure that it 
is appropriate to the local situation in Guangdong. 

Reforming the Hukou System. Given the importance of migrant labor to 
Guangdong's economy, Guangdong should explore ways to push ahead 
with hukou system reform and lower the remaining institutional obstacles 
to a fully integrated labor market. Although China is unlikely to eliminate 
the hukou system entirely in the near future since it provides an instru- 
ment for controlling labor flow and coordinating rural and urban devel- 
opment, the existence of the system in and of itself is not the main issue. 
Rather, it is the unequal access to benefits and social services tied to 
hukou that needs to be addressed. 

Drawing on the experiences of other provinces, Guangdong could lower 
the restrictions on hukou eligibility to encourage the continued flow of 
migrants from other provinces. In some towns and cities, migrants are able 
to obtain hukou if they have stable incomes and legal housing. Given the 
large number of external migrants already in Guangdong, local govern- 
ments may be concerned about the fiscal sustainability of opening the door 
to even more migrants from other provinces. The lowering of restrictions 
would have to be undertaken gradually to avoid a flood of migration that 
could overwhelm urban infrastructure and services and cause social tension. 

It will also be important to equalize the provision of public services to 
encourage migration among Guangdong's rural surplus labor, as well as 
reduce inequality between rural and urban areas. Eventually, hukou status 
needs to be delinked from public services and programs so that it simply 
serves as a record of residence. Improving the level and quality of social 
and human services across all areas of the province will also be critical so 
potential migrants can be assured access to affordable health care, good- 
quality education at no or reasonable cost, and decent housing. As one of 
China's richest provinces, Guangdong has the capacity to provide basic 
and equal public services for all of its rural and urban residents. 

Facilitating Migration through Active Labor Market Policies 

To ensure the smooth integration of rural surplus laborers into receiving 
areas and to help improve their employability, Guangdong must prepare 
them for off-farm employment and migration. Improvements in human 
capital will also help Guangdong upgrade the overall quality and skill 
level of its workforce, which is vital for Guangdong to maintain its 
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competitiveness. One important measure in this regard will be to 
improve rural education. As noted earlier, rural workers with higher lev- 
els of educational attainment are more likely to pursue off-farm employ- 
ment and to migrate. Although rural education reform is a longer-term 
effort, it should be given a high level of priority. 

Short-term training is another important instrument for improving the 
employability of potential migrants for higher-skilled and better-paying 
jobs in urban areas. This training should be relevant to the demands of the 
labor market and tailored to the particular needs of younger and older 
migrants. In addition to teaching entry-level vocational skills, training 
could include basic life skills courses, such as those provided under the 
Sunshine Project, to help migrants manage the transition to a new locality. 

Efforts are also needed to improve the flow of information on job 
opportunities from urban areas to rural areas. First-time migrants often 
must rely on family and personal networks to find employment, which 
limits their job prospects. For provision of access to a wider range of 
employment opportunities, job search assistance and placement services 
could be extended both to potential migrants in sending areas and to 
migrants in receiving areas of Guangdong. 

Improving Social Protection for Migrant Workers 

Improving social protection for migrant workers would help boost the 
incentives for migration. Since young workers are already more likely than 
older workers to migrate, ensuring social protection for migrant workers 
may be particularly important in encouraging older rural surplus labor to 
migrate. However, Guangdong, like other provinces, faces a dilemma: 
while providing social protection to migrant workers is desirable, social 
security contributions impose high costs on firms and may drive them to 
cut back on hiring or to hire labor on an informal basis, weakening worker 
protection and contributing to informality. 

As a starting point, making social insurance benefits portable among 
different areas and municipalities, as stated in the Labor Contract Law, 
would be an important step. For portability to work effectively, the 
administration of social insurance programs would need to be strength- 
ened and better integrated across sending and receiving areas to ensure 
that contribution and account records are transferred as workers move. 

The critical role of social protection in providing support during times 
of crisis should also be underscored. Although strengthening labor regu- 
lations is critical for Guangdong and the rest of China, relying on tools 
such as minimum wage increases and tighter restrictions on hiring and 
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firing decisions may not be the most effective response to crisis. Instead, 
already having in place strong social protection institutions and other 
measures to protect workers can be much more effective in helping to 
mitigate the impacts of shocks, such as the recent global economic crisis, 
when they occur. For example, the issue of wage arrears resurfaced when 
some firms were closed down suddenly. Thanks to the Wage Arrears 
Warning system established in some cities, the problems were resolved. 
Such initiatives should be expanded to ensure that workers will be pro- 
tected in case of future shocks, which will, in turn, improve the well- 
being of workers and make the prospect of migration more attractive. 

Notes 

1 . For a description of the rural household survey for Guangdong, see box 1.1. 

2. The National Bureau of Statistics defines those who are out of their township 
more than six months as migrants. The share of local off-farm workers 
increases more significantly for the Pearl River Delta than for other regions if 
the geographic scope of migration definitions is extended. 

3. For more discussion of the debate and issues regarding China's labor surplus, 
see World Bank (2008). 

4. For further discussion, see Du, Cai, and Wang (2006). 
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CHAPTER 4 



Making Finance Work in 
Reducing Inequality and 
Poverty in Guangdong 

Despite spectacular economic growth in the past decades, inequality and 
urban-rural divergence in Guangdong have worsened. In 2007, the aver- 
age disposable income of urban dwellers was 3.2 times that of rural, and 
per capita gross domestic product (GDP) in the rich Pearl River Delta 
region 1 was 7.2 times that of the rest of Guangdong province. The rates 
at which the population fell into poverty were 10.3 percent for rural and 
1.7 percent for urban. Poverty was especially acute in the east and west 
wings and in the mountainous and remote areas of Guangdong. 

Financial sector development plays a crucial role in reducing 
inequality and boosting regional development in many ways. One way 
in which it can have direct and significant impacts is through promot- 
ing access to finance by rural households and micro- and small enter- 
prises (MSEs) in both rural and urban areas (box 4.1). It is agreed that 
enormous potential exists in economic growth and development in 
counties in Guangdong and China, where rural households and MSEs 
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Box 4.1 

Understanding Finance 

Finance is widely misunderstood in China. It means different things to different 
people, and its role is underestimated and overestimated at the same time. Reflect- 
ing the misunderstandings, financial policies and government practices are some- 
times misdirected and produce unintended results. The purpose of this box is to 
provide an analytical framework for discussion in the remainder of the chapter. 

How Finance Helps in Reducing Inequality and Poverty 

The impact of finance on growth and poverty reduction has been well docu- 
mented. 3 Broadened financial services help reduce poverty and inequality 
through several channels. First, financial deepening has been shown to cause 
growth, thus raising overall income levels. Second, finance can help the poor 
more specifically by distributing opportunities more fairly, especially to those ru- 
ral and urban households and small businesses that have opportunities to en- 
gage in productive economic activities but lack the necessary funding to do so 
(Beck, Demirguc-Kunt, and Levine 2007; Clarke, Xu, and Zou 2006). 

Improved access to finance is believed to help the poor reduce their vulnera- 
bility to shocks and enable them to invest in health and education, thereby 
increasing their opportunities to grow out of poverty. Such belief has been borne 
out by ample, though sometimes anecdotal, evidence in many countries (Little- 
field, Morduch, and Hashemi 2003). In this connection, improving access to 
finance is considered a responsibility of the government, like its obligation to 
provide basic health care and education. 

Microfinance has, over time, proved a useful instrument in poverty reduc- 
tion, but it is not the only means. Other forms of finance, including microinsur- 
ance, leasing, deposit and savings services, and money transfer and remittance 
services, are indispensable to the rural poor. That is because, like the financial 
needs of urban dwellers, those of the rural poor are diverse, as many demands 
may pop up in people's lifetimes, ranging from emergencies to consumption to 
business investments. Remittances from family members and relatives from else- 
where or even outside of China can go a long way in improving their livelihood. 

The Limitations of Finance 

However, while finance can help raise economic growth and income levels and 
reduce poverty and inequality, there is also a limit to what it can do (Dichter and 
Harper 2007). In microfinance, there is a consensus that while microfinance may 

(continued) 
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Box 4.1 (continued) 

help reduce poverty, it is not an effective instrument in helping the "poorest of 
the poor." b Al! it does is to push the poorest borrowers into deep indebtedness 
without raising their welfare. On the supply side, forcing financial institutions to 
provide financial services to the unbankable will only undermine the institutions' 
financial positions, and in cases where public resources are used to bail out failed 
financial institutions, the financial risks spill over to the fiscal accounts. In case of a 
financial crisis, the poor and vulnerable are hurt more than the average popula- 
tion, just as microfinance could help them disproportionately. 

The difficulty in broadening access should not be underestimated. It has been 
proved time and again that providing financial services to households and small 
businesses in poor and remote rural areas is an arduous endeavor, and, indeed, 
the road is littered with more failures than successes worldwide and over time. 
The reasons behind the failures are well documented in the economic and 
finance literature. In short, high transaction costs, information asymmetries, and 
associated moral hazard and adverse selection problems are prevalent, making it 
difficult if not impossible for financial institutions to serve the market profitably. 
Those that try to do so often end up failing because of many factors, one of which 
is the lack of appropriate lending technology that can effectively deal with the 
soft information of micro- and small borrowers. Indeed, in the past manyfinancial 
institutions did try to lend to micro- and small borrowers, only to find the num- 
bers of their nonperforming loans rising to unacceptable levels, in part because 
the lending techniques appropriate for large corporate borrowers did not work 
with micro- and small borrowers. 

In an emerging economy like China, the gap between supply and demand 
has been widened by the withdrawal of state-owned banks from counties and 
towns, as well as by the increasingly commercial orientation of the rural credit 
cooperatives, which drives them toward urban rather than rural clients. 

Notes: a. For succinct reviews of the literature on the relationship between finance and growth, see 
Claessens (2006); Rajan and Zingales (1998); Beck, Levine, and Loayza (2000); and Levine (2005). 
b. Helms and Matin (2000) indicate that none of the microfinance institutions in Bangladesh, Bolivia, the 
Philippines, or Uganda reach out to the destitute, and only some reach out to the extreme poor. In con- 
trast, many serve the moderate poor and the vulnerable nonpoor. 



concentrate. Improvement in the welfare of rural households and further 
growth of the MSEs are essential for achieving the goal of reducing 
poverty and urban-rural divergence. Without improvement in access to 
finance, neither rural households nor MSEs will be able to break out of 
the poverty trap. 
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Despite differences in geographic locations and scales, rural households 
and MSEs share certain similarities as far as difficulties in access to 
finance are concerned. Both categories are small in size, usually have a 
short history, do not maintain or issue formal financial statements, and 
lack credit records. They do not possess the kinds of collateral and guar- 
antees required by banks, but have multiple sources and uses of funds. 
Because of those features, formal financial institutions are usually 
deterred by the high transaction costs and risks in repayment caused by 
asymmetric information. It has been proved time and again that formal 
financial institutions would suffer from huge credit losses if they 
attempted to use the same credit techniques in lending to rural house- 
holds and MSEs as they do with corporate clients. 

Despite impressive progress in financial reform and development, 
rural and MSE finance as measured in outreach has remained limited in 
China in general and in Guangdong in particular. So far, the financial 
institutions in China have been unable to meet the demands for finan- 
cial services and products by the rural households and MSEs in a con- 
venient, expedient, and reliable fashion. The Chinese governments at all 
levels have attached great importance to financial services to the poor and 
vulnerable groups in the society and have implemented various policy 
actions. Unfortunately, these efforts have not produced the desired results; 
in certain situations, the policies have hampered rather than helped the 
outreach of financial services. 

The overarching goal of this chapter is to promote effective and sustain- 
able access to finance by the rural households and MSEs in Guangdong 
province so as to reduce poverty and curb the gaps between the poor and 
the wealthy and between the rural and urban areas, and among regions. 
The focus is not on any particular financial products or operations of finan- 
cial institutions, important as they are. Instead, it is on policy actions of the 
government — on the paradigm supporting them and on their impacts — 
with the objective of building a consensus on what should be done and 
what should not be done, and how to implement the right policies going 
forward. The reason behind this intended focus is an observed tendency 
for the government to impose incorrect and often distorting financial poli- 
cies that tend to get in the way of improving access to finance. 

The chapter is arranged as follows. The first section, "The Current 
Situation," describes the current conditions of access to finance in 
Guangdong, with a focus on access to bank loans, as they are still the 
main form of financing demanded by households and businesses. Based 
on evidence, the section argues that what is lacking in Guangdong in 
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general and the rural areas in particular is not financial resources, but the 
ability of the financial institutions to turn savings into productive loans. 
It also highlights the lack of public infrastructure essential to efficient 
financial intermediation. This section also examines access to other 
financial services, such as savings deposits and remittances. 

"Issues and Problems" discusses issues that are central to the promotion 
of access to finance in Guangdong province. Increasing access to finance 
by the rural households and MSEs is not an easy task. The task is made 
more complicated by prevalent misconceptions about finance and by gov- 
ernment measures that actually hurt rather than help the rural house- 
holds and MSEs. This section identifies a number of issues and problems 
that get in the way of access to finance. 

The chapter concludes with a number of recommendations for the 
Guangdong government to pursue in its drive to promote access to finance, 
making note of a number of pitfalls Guangdong may wish to guard against 
and describing some actionable policies, both short and long term. The 
chapter acknowledges that certain policies are the prerogatives of the cen- 
tral government, and it would be unreasonable to expect the Guangdong 
government to undertake such initiatives. Nonetheless, Guangdong can 
provide positive feedback and influence on solutions. 

The Current Situation 

Leakage of Funds 

Chinese banks are good at taking savings deposits, but not at lending the 
deposits out effectively. The financial institutions in Guangdong — includ- 
ing branches of state-owned commercial banks (SCBs) — are no different. 
At the end of 2007, their combined loan-to-deposit (L/D) ratio stood at 
58 percent, indicating that they were able to lend out slightly more than 
half of what they had collected in deposits. This compared poorly with 
similar provinces and with the national average. The L/D ratio for the 
rural area was even lower, at 0.32, which was less than half of that in com- 
parator provinces (see figure 4.1). 

Obviously, there was no lack of financial resources in Guangdong, 
including in the rural area. What was lacking was the means to allocate the 
savings to households and micro- and small businesses that were both will- 
ing and able to repay the loans. The rural credit cooperatives (RCCs) in 
Guangdong were reluctant to tap into the People's Bank of China (PBC) 
window for agriculture support loans, even though the interest rates were 
only a fraction of the market rates. This is additional supporting evidence 
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Figure 4.1 L/D Ratio of Financial Institutions in Urban and Rural Areas, 2007 
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Source: Author's calculations using data in China Banking Regulatory Commission (2007). 

that funding is not a problem for the RCCs, and that they are flush with 
savings deposits. Another conclusion that may be drawn is that the RCCs 
lack the motivation to disburse the agriculture support loans, as they are 
more interested in lending to corporate borrowers in cities and towns. 

The L/D ratio is a meaningful indicator of the effectiveness of inter- 
mediation because if the actual ratio is lower than the prudential 
threshold by a wide margin, 2 there is reason to believe that an undue 
amount of the savings has either gone to investment in fixed-income 
financial instruments, such as government securities and bonds issued 
by policy banks, or has flown to other parts of the country through the 
intrabank funds transfer systems. In either case, the end results are the 
same: an undersupply of loans for the local market, especially the rural 
households and micro- and small businesses. At the end of 2007, the 
difference between savings deposits and loans in Guangdong was 1.5 
trillion yuan, of which over 1 trillion yuan could be traced to the five 
largest national banks. 3 That the L/D ratio of the five largest banks in 
other provinces was way above that in Guangdong suggests a massive 
outflow of funds from Guangdong, including to those provinces (see 
figure 4.2). If it is not a surprise that the national banks were the chan- 
nels of outflow, the roles played by the RCCs should be, as they were 
touted as the mainstay of rural finance. Of the 924 billion yuan differ- 
ence between deposits and loans, the RCCs contributed 209 billion 
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Figure 4.2 L/D Ratio of Selected Financial Institutions, 2007 
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yuan, with the remaining amount coming from the Agriculture Bank of 
China (ABC) and the Postal Savings Bank (PSB). Suffice it to point out 
that there is little the Guangdong government can do to influence the 
decisions of the national banks directly. What it can do, though, is to 
make conditions more conducive to lending by the banks. 

Steep NPL Ratios 

The leakage of funds is not the only problem. The savings that did find 
their way to lending in Guangdong registered a lower rate of repay- 
ment than elsewhere in China. Despite faster than average economic 
growth and spectacular urban prosperity in Guangdong, the quality of the 
loan portfolio has been notoriously bad for many years. The poor loan 
portfolio quality may be the root cause of poor access indicators (see 
below) and the low L/D ratio of banks in Guangdong, because the poorer 
the loan quality, the less lending authority the local bank branches receive 
from their headquarters. At the end of 2007, the combined nonperform- 
ing loan (NPL) ratio of all financial institutions in Guangdong stood at 
9.3 percent, higher than those of the comparator provinces and the 
national average (see figure 4.3). Among them, the ABC and RCCs 
exhibited even poorer loan quality. Measured by the risk-based loan clas- 
sification criteria, ABC's NPL ratios were as high as 26.5 percent, while 
RCCs were 19.3 percent (see figure 4.4). 

During most of the 1990s, fast economic growth and accumulation 
of wealth coexisted with steep NPLs of branches of national banks in 
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Figure 4.3 NPL Ratio of Financial Institutions, 2007 



10.0 



t; 6.0 




Guangdong Jiangsu Zhejiang Shandong Fujian 

Source: Author's calculations using data in China Banking Regulatory Commission (2007). 



nation 



Figure 4.4 NPL Ratio of Five Largest Banks, ABC, and RCC, 2007 
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Guangdong. Guangdong has been among the fastest growing provinces 
in China and was once among the pioneers in financial liberalization 
and innovation. Unfortunately, the province suffered setbacks, as 
frauds and irregular financial behaviors caused several notable failures 
and pushed Guangdong into a hazardous financial zone (see box 4.2). 
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Box 4.2 

The Financial Crisis Legacy in Guangdong 

Guangdong continues to suffer from a poor track record in handling finance. Up 
to this day, it is still haunted by what had happened during the 1 990s, a period 
marked by financial chaos, abuse, and frauds. Guangdong has had its share of 
"ponzi games," "pyramid schemes," and numerous willful defaults on bank loans 
by its citizens and businesses. For example, a former mayor of Enping municipality 
whimsically ordered a branch of an SCB to lend to pet projects, resulting in severe 
losses. The residents of Enping have ever since been deprived of financial services, 
as no Fl is willing to set up a presence in that municipality. In an example of a 
highly visible fraud, the managers of a branch of the Bank of China succeeded in 
embezzling US$4.83 billion to squander in casinos in Macao, China, and the 
United States. The list is long. 

It cost Guangdong and the central government heavily to clean up the mess. 
In 1 999, Guangdong borrowed 38 billion yuan under a PBC facility, with guaran- 
tee from the Ministry of Finance, to resolve failed urban credit cooperatives, trust 
and investment companies, and other local financial institutions. The money 
mainly went to the settlement of foreign debts and individual deposits. Even the 
Guangdong branch of the PBC suffered heavy losses from failed investments in 
FIs and nonfinancial businesses, on the order of 7 billion yuan. All told, Guang- 
dong has thrown more than 50 billion yuan into cleaning up financial failures. 

No wonder Guangdong has been labeled a "hazardous financial region" by the 
financial regulatory authorities and national financial institutions. There are several 
consequences of the financial crisis legacy. One is that a general paranoia has 
seized the Guangdong government at all levels, and officials have become 
extremely "risk averse" in general where financial matters are concerned. For 
example, Guangdong may have led other provinces in economic reform and 
opening, but it has certainly lagged in financial sector reform and developments. 
The shift from frivolous treatment of finance to extreme caution has prevented the 
government from financial innovation and from taking bold but necessary actions. 
Overtime, it has also become hostage to poorly performing RCCs, ready to submit 
to their unreasonable demands. 

Another consequence is that, deterred by the (both real and perceived) unfavor- 
able conditions, especially the default culture, none of the SCBs, including the PSB, has 
chosen Guangdong as the testing ground for financial innovation, such as the "one 
bank, two system" experiment by the ABC and the new lending products from PSB. 

Source: Compiled by the author from various sources. 
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Many businesses and individuals became prosperous but defaulted on 
bank loans willfully. Viewed from that angle, Guangdong's fast growth 
was sustained at least partly by financial savings of other provinces 
channeled through the national banks. As a matter of fact, some busi- 
nesses enriched themselves at the expense of financial institutions and, 
as a result, poisoned the economic ecology of Guangdong province. 

To some extent, the current problems in financial access can be traced 
in large measure to a chaotic episode of financial history in Guangdong. 
Since about a decade ago, the direction of funds flow has been reversed, as 
all the SCBs tightened risk management in lending and investment. 
Together with the downsizing of networks and staff, credit authorization 
has been standardized, based on a set of qualitative and quantitative cri- 
teria. Until their portfolio quality is noticeably improved, the head offices 
of national banks, especially the SCBs, will not relax credit controls in 
their branches in Guangdong. Viewed from the standpoint of prudential 
risk management, the restricted credit authorization to branches with 
poor credit management represents progress in China's banking reform 
and development. 

Limited Access to Credit by Rural Households and MSEs 

As indicated by China Banking Regulatory Commission (CBRC) statis- 
tics, only 13.6 percent of rural households borrowed from formal finan- 
cial institutions in 2007, compared with 13.5 percent in Zhejiang, 17.3 
percent in Jiangsu, 23.4 percent in Shandong, 36.7 percent in Fujian, and 
a national average of 34.6 percent (see figure 4.5). Most important, it 
seems not to be the case that Guangdong rural households are less bank- 
able than the national average or their counterparts in other provinces. 
In the Pearl River Delta (PRD) region, only about 8.1 percent of the 
rural households had borrowed from banks by the end of 2007. The 
provincial household survey data indicate that the percentage of rural 
households with outstanding debt to informal moneylenders in 2007 
was 4.6 times that of those who had unpaid loans to formal financial 
institutions (see figure 4.6). 

MSEs did not fare any better than rural households. Although the 
micro- and small businesses contributed importantly to economic growth 
and employment, 4 their access to bank lending remained extremely lim- 
ited, as only about 5.0 percent of small businesses had ever borrowed 
from banks (see figure 4.7), while 7.5 percent had done so nationally, 
8.2 percent in Fujian, 5.5 percent in Jiangsu, 11.2 percent in Shandong, 
and 10.2 percent in Zhejiang. In the PRD region, the ratio was even 
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Figure 4.6 Rural Households with Access to Informal and Formal Channels, 
2007 
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smaller: only about 4.4 percent of the businesses had ever borrowed from 
banks by the end of 2007. 

There are several factors contributing to poor financial outreach to 
rural households and MSEs in Guangdong. First, the relatively poor loan- 
to-deposit ratio of financial institutions in Guangdong has mainly been 
due to the lack of capacity in intermediation by the RCCs, which, over 
time, became a leakage of funds as their savings deposits found their way 
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Figure 4.7 Small Businesses with Access to Banks Loans, 2007 
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into government securities and policy bank bonds. Second, none of the 
national banks, including the ABC and the Postal Savings Bank (PSB), 
chose to include Guangdong in their experiments in lending to rural 
households and MSEs, on account of perceived high risks posed by 
Guangdong as a whole. Exclusion from the pilots also resulted in lags in 
financial reform and innovation, which in turn negatively affected the 
level of financial access in the province. Finally, the indiscriminate shut- 
ting down of all the rural credit foundations that emerged in the late 
1990s, together with newly created financial intermediaries, caused great 
damage to the supply side of financial services. As an example of the sti- 
fling effect of the earlier financial chaos and resultant depression, it was 
not until early 2009 that only two village and township banks were estab- 
lished in Guangdong, one in Enping, the other in Zhongshan. 

Overview of Other Financial Services 

The need for credit is not the only demand placed on financial services by 
rural households and MSEs. Like those of urban dwellers, the demands 
of rural households are also diverse, ranging from savings deposits, payments, 
remittances, insurance, and supplier financing services. It's particularly true 
as Guangdong is undergoing rapid industrialization and urbanization. 

Access to deposit services for the poor farming households is limited. 
According to a 2002 household survey by the Guangdong Bureau of 
Statistics, only 34.8 percent of the farming households in the lowest 
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income quartile had savings deposit accounts, with 46.5 percent in the 
second-lowest income quartile and 63.2 percent in the third-lowest 
income quartile (see figure 4.8). Among those farming households in the 
lowest income quartile that did not have savings deposits in banks, aver- 
age cash holdings were as high as 5,425 yuan at the end of the year (7,759 
yuan for the second-lowest income quartile) . 

Deposit services are important not only because they help smooth out 
intertemporal consumption patterns, but also because they serve to reduce 
the need for debt. But, as shown below, the reduced banking presence in 
remote rural and mountainous areas could have been an important hin- 
drance to savings deposit services in Guangdong. Only 36.7 percent of 
rural households had access to deposit finance in the non-PRD area in 
2007, compared with 82.6 percent in the PRD area (see figure 4.9). 

Remittance services are particularly important for Guangdong, as it is 
the leading host for migrant workers. According to a 2005 survey, about 
61.5 percent of the residents had their household registration, or hukou, 
from other provinces. Intraprovince migration seems a dominant choice 
for the rural households simply because there are more opportunities 
within towns, counties, and municipalities in Guangdong province than 
in other provinces. About one-fourth of the population — almost one per 
household — are intraprovince migrant workers, and about one-half of the 
workers ages 16 to 30 seek employment in the cities of Guangdong. Their 
remittance constitutes about one-third of rural household annual 
incomes. In remittance services, the financial institutions, notably the 

Figure 4.8 Farming Households with Access to Savings Deposit Accounts, 2002 
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Source: Author's calculations using data in Guangdong Bureau of Statistics 2007. 
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Figure 4.9 Farming Households with Access to Savings Deposit Accounts, PRD 
Area vs. Non-PRD Area, 2007 
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Figure 4.1 Average Holdings of PSB Banking Cards, 2006 
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PSB, have performed better than their peers in comparable provinces, as 
measured by the average holdings of postal savings deposits, average 
amount of a single remittance, average holdings of the PSB banking cards 
and deposit accounts (figures 4.10 and 4.11). 

There is an inherent need for commercially sustainable rural and 
microinsurance, especially in the rural areas, but rural and microinsurance 
remain underdeveloped in Guangdong. Disaster insurance is unavailable 
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Figure 4.11 Average Holdings of Deposit Accounts, 2006 
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Source: Author's calculations using data in People's Bank of China 2007. 

because a catastrophic insurance scheme has yet to be established in 
China as a whole, and other types of insurance have not enjoyed a level 
of penetration in keeping with potential demands. Providers of rural 
insurance products in Guangdong tend to provide comprehensive hazard 
coverage, which exposes them to potential losses, and a widely imple- 
mented practice of subsidizing insurance premiums exposes the govern- 
ment to open-ended risks. Subsidization of premiums tends to create 
artificial demands and exacerbates moral hazards. China must draw upon 
both lessons and experiences from other countries if it is to promote com- 
mercially sustainable rural and microinsurance. 

What is not well known about rural and microfinance is the role of 
trade finance, as it is often not on the horizon of financial regulatory 
authorities and fails to be captured in official statistics. In reality, trade 
finance, including that provided by wholesale suppliers and purchasers of 
agricultural products, has played an important role in facilitating agricul- 
tural production and rural economic activities in general. The existence of 
trade credit may explain the perceived funding gap between economic 
growth and rural credit supply in China, including in Guangdong. 

Shrinking Number of Banking Outlets 

The history of central planning explains why Chinese banks have a more 
extensive network than those in other developing countries of similar 
standing (see figures 4.12 and 4.13). In Guangdong, the coverage of the 
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Figure 4.1 2 Number of Bank Branches in Selected Countries 
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Figure 4.1 3 Number of Bank Branches in Selected Countries 
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financial institutions network is similarly impressive and compares no less 
favorably with its peers and the national average (see figures 4.14 and 
4.15). In 2007, there were about 6,633 banking outlets at county level 
and below, of which 3,440 belonged to the RCCs, 1,136 to the PSB, and 
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Figure 4.1 4 Number of Bank Branches, 2007 
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the remaining 694 to the ABC. This implies that for every township in 
Guangdong, there were about 0.3 banking outlets, and for every admin- 
istrative village, there were about 4.2 banking outlets. In terms of cover- 
age of banking outlets, Guangdong fared better than most of its peers 
and the national average (see figures 4.16 and 4.17). 

However, it should be noted that the banking outlets were concen- 
trated in the urban area and the PRD area, where every 100,000 of the 
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Average Number of Banking Outlets Per Township, 2007 
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Source: Author's calculations using data in China Banking Regulatory Commission (2007). 



Figure 4.1 7 Average Number of Banking Outlets Per Administrative Village, 2007 
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population shared 27.1 banking outlets, as compared with 9.8 outlets in 
the non-PRD area [see figure 4.18). The geographic picture of banking 
coverage was similar. In the PRD area, there were 155.0 banking outlets 
per 1,000 square kilometers, compared with 46.9 in the non-PRD area 
(see figure 4.19). What is more striking is the total absence of banking 
in 73 townships and the single banking outlet for all of 162 townships. 
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Figure 4.1 8 Number of Bank Branches, PRD Area vs. Non-PRD Area, 2007 
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Figure 4.1 9 Number of Bank Branches, PRD Area vs. Non-PRD Area, 2007 
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Together, these townships were about 1 5 percent of the total townships 
in Guangdong. Rural households and small businesses in them have to 
travel long distances to access financial services, including basic services 
such as deposits and loans. 

It should be pointed out that, just as it is wrong to force financial insti- 
tutions to withdraw from certain locations for whatever reason, it is inap- 
propriate, and may even be illegal, to order financial institutions to 
establish their presence in desired locations for whatever reason. One les- 
son learned from China and other countries is that it will never work for 
the government to dictate who is to be served by commercially oriented 
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financial institutions and where the institutions are to operate. The void 
in financial services created by the withdrawal of banking outlets does not 
need to be filled by reestablishing brick and mortar banking offices. 
Nowadays more innovative channels are available to provide access to 
finance to rural households and businesses without physical presence. 
Branchless banking, as it is called, has proved a less costly and more efficient 
means for providing financial services and products in the rural and remote 
areas. Developing bottom-up village-level, member-based financial cooper- 
atives in selected rural and mountainous areas is also a potential solution. 

Changing the Landscape in Access to Finance 

Since 2004, there have been several noticeable changes that hold impor- 
tant implications for access to finance in China. One is the liberalization 
of lending interest rates by the central bank in October 2004 (with the 
exception of RCCs and UCCs, which continue to be subject to a lending 
interest rate ceiling of 230 percent of the PBC base rates). Another is the 
campaign to promote commercially oriented lending to small businesses 
by the CBRC, which has led to a mushrooming of various experiments. A 
third is the relaxation of entry control in the rural financial market, as 
CBRC has created a variety of licenses for microcredit companies, village 
and town banks, and village-level, member-based financial cooperatives 
(see annexes 4.1 and 4.4). A fourth is the creation of the PSB on the basis 
of the previous postal savings and remittance arm of the State Post 
Bureau. The PSB, with its huge savings deposits, a nationwide network 
linked up by a state-of-the-art computer system, a clean balance sheet, 
and, most important, a dedication to microfinance, holds enormous 
potential to scale up microfinance in China. Already the PSB has shown 
impressive initial success in its experiments in microlending (see box 4.3 
for a summary description). A fifth is the reorientation of ABC to focus 
on microfinance in markets at and below county level, in parallel with its 
urban finance — a model that has been proved successful by the well- 
known Bank Rakyat Indonesia in Indonesia. Transition economies in 
Eastern Europe and Central Asia have shown that former SCBs, once 
reformed, can become successful MSE lenders through downscaling. 

These positive developments should lessen the pressure on the 
Guangdong provincial government to take hasty measures to promote 
access to finance. Instead, it should focus on improving investment con- 
ditions in Guangdong to make the province market-friendly for the finan- 
cial institutions that would scale up their operations there of their own 
volition. This way, scarce financial and fiscal resources could be better 
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Box 4.3 

The Microlending Experiments by China Postal Savings 

In 2006, China Postal Savings began to experiment with granting certificate of 
deposit (CD)-backed microloans up to 200,000 yuan to meet the financing needs 
of small borrowers or to bridge the maturing CDs. A year later, it made this prod- 
uct available across the whole nation. In 2007, the Postal Savings began to pro- 
vide uncollateralized microloans in seven provinces on a pilot basis, targeting 
borrowers such as small rural households, self-employed business owners, and 
private business owners. Those uncollateralized products were basically general 
guarantee loans or joint guarantee loans of less than 200,000 yuan. As of the end 
of 2008, 359,000 loans totaling 2.4 million yuan were disbursed, and the past-due 
ratio was 0.3 percent. From 2008, the Postal Savings began to finance the busi- 
ness operations of self-employed business owners and small business owners, ac- 
cepting operation rights of real estate and business property as collateral. Individ- 
ual credit volume could be as much as 500,000 yuan. Since the end of November 
2008, all types of products provided by China Postal Savings have been available 
in Guangdong. With its 120 outlets, Guangdong Postal Savings has disbursed 
10,551 loans totaling 744 million yuan, among which 6,553 loans with a volume 
of 391 million yuan were disbursed by outlets in counties or rural areas. 

The success of the pilot program benefited from the competitive edge of 
Postal Savings in rural finance with respect to its large deposits, nationwide elec- 
tronic network, clean balance sheet, and already established reputation. With 
such potential, the Postal Savings is expected to expand substantially the out- 
reach of microcredit in China. However, caution should be taken in the sound 
operation of the institution, as massive credit risk may lead to problems should 
effective risk management not be in place. 

Source: Compiled by the author from various sources. 

targeted for better results. To meet that objective, the Guangdong govern- 
ment should be careful to adopt the right policies. This is the main theme 
of the next section. 

Issues and Problems 

How Risky Are Rural and Microfinance? 

Finance may be one of the most — if not the most — misunderstood disci- 
plines in China. One striking misunderstanding is over the nature of 
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financial risks. Fear of financial instability has prevented government 
agencies from taking the needed steps in financial reform and liberaliza- 
tion. Following the financial chaos of the late 1990s that led to heavy 
losses, there was a general reluctance on the part of the government agen- 
cies and regulators to open up the rural financial market, especially the 
microfinance market. The financial repression at the same time reflected 
by closing down the rural credit foundations and the ban on newly 
emerged informal or semi-informal financial organizations and activities, 
eventually left the rural and microfinance financial market in a state of 
monopoly for more than a decade. While vigilance against systemic risks 
in finance is needed, excessive concern over nameless financial risks at the 
microlevel goes against the interests of the rural population and MSEs. 

For example, the guidelines issued by both central and local gov- 
ernments in the campaign to promote microcredit companies contained 
provisions that would hinder rather than help the microfinance industry. 
The guidelines issued by the PBC and CBRC were already stringent. Yet 
the provincial authorities, including Guangdong, made those even more 
restrictive (see annex 4.2). It should be noted that with respect to micro- 
credit companies that do not take public deposits, the risk to the public 
is minimal, if not nil. There is no need to apply the same level of scrutiny 
to this class of microlenders as to deposit-taking institutions. 

Just like anything else in life, there exists a certain degree of risk in 
finance. But compared with the high leverage embedded in transactions 
involving derivatives, rural and microfinance is much less risky, especially 
viewed from a systemic point of view. Lending to MSEs in trade and serv- 
ices is even less risky because of their diversity and lack of covariance with 
the general economy. It is true that some rural, micro-, and small borrow- 
ers may be vulnerable to external shocks for various reasons, such as in 
rural finance, where one can face a much higher degree of covariance; but 
in that sense they are no riskier than large, urban-based corporate borrow- 
ers. In this regard, four factors should be clarified: 

• First, the goal of rural and microfinance should not be to satisfy the 
needs of all rural and microclients, but only those that are creditworthy 
[both willing and able to repay the loans). It is up to the financial insti- 
tutions to identify creditworthy borrowers, provide them with suitable 
products, and ensure timely repayment of principal and interest. 

• Second, it has been proved that sound incentives to both borrowers 
and bank staff will help mitigate credit risks, as shown in the case 
studies contained in annex 4.3. 
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• Third, what the government can do to promote access to finance is to 
refrain from direct interference in the operations of rural and microfi- 
nance institutions. Instead, the government can and should reduce 
credit risk by providing public infrastructure that facilitates contract 
enforcement and reducing transactions costs. 

• Finally, the government may wish to draw a line between what is com- 
mercially feasible and what is not. In remote and sparsely populated 
rural areas with inhospitable natural conditions, commercial rural and 
microfinance may be an infeasible proposition, which explains the 
perennial reluctance of rural financial institutions (RFIs) to set up and 
maintain banking outlets in such places. In such cases, the government 
is well advised to invest in public infrastructure, allow the RFIs to 
price their services and products without interference, promote free 
entry and impose discipline on failures. A combination of conducive 
financial policies, enabling public infrastructure, a reasonable degree 
of competition, and the threat of bankruptcy goes a long way toward 
bringing down transaction costs and providing the right incentives for 
RFIs to step up efforts to serve segments of rural markets that would 
otherwise be deemed as commercially infeasible. 

Why Do Certain Policies Hurt Rather Than Help? 

Despite all the good intentions, some policies actually hurt rather than 
help the poor, the rural households, and the MSEs, and serve to widen the 
poverty gap and inequality. 

The interest rate ceilings often hurt rather than protect the most vul- 
nerable by shrinking poor people's access to financial services. Interest 
rate ceilings make it difficult or impossible for formal and semiformal 
microlenders to cover their costs, driving them out of the market [or 
keeping them from entering in the first place) . Poor clients either are left 
with no access to financial services or must revert to informal credit mar- 
kets, such as local moneylenders, which are even more expensive. Ceilings 
can also lead to less transparency about the costs of credit, as lenders cope 
with interest rate caps by adding confusing fees to their services. 

Another common mistake is the misuse of fiscal subsidies. Like else- 
where in China, Guangdong has set up reward programs aimed at attracting 
financial institutions, both foreign and Chinese, to move to Guangdong. The 
amount of monetary compensation offered to senior executives of financial 
institutions that move to Guangdong can run as high as several million 
yuan. The truth is that few if any financial institutions would decide to 
move to Guangdong because of the monetary compensation paid to senior 
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executives. On the other hand, they would move to Guangdong if the 
move were consistent with their strategy, regardless of monetary compen- 
sation. One may ask, why give scarce fiscal resources away to those com- 
mercial banks that would locate in Guangdong anyway? Why not use the 
fiscal resources for better purposes, such as leveraging outreach by financial 
institutions to rural households and MSE borrowers? 

There are also monetary awards granted to financial institutions that 
have increased their lending in a given year. Obviously, the design of such 
awards favors large, corporate borrowers instead of MSEs, because it is 
based on the volume rather than the number of clients. Should the 
Guangdong government wish to stimulate credit supply to rural house- 
holds and MSEs, the authorities are better advised to base such awards on 
the number of loans or customers rather than the amount of the loans. 

For example, in March 2009, MOF launched a pilot program to reward 
incremental supply of rural credit (Guangdong was not among the pilot 
provinces). In contrast to subsidizing lending interest rates, this pilot rep- 
resents progress. But the drawback is that the definition of rural credit is 
too broad, leaving room for nonrural and large loans to pass as rural 
credit. The danger is that scarce fiscal resources may leak to unintended 
borrowers who might be engaged in real estate development and manu- 
facturing and can afford commercial terms of borrowing. In such a sce- 
nario, the gap between the rural and urban, and that between the rich and 
poor, will not be narrowed by such loans. 

Further, the government should refrain from extending interest rate 
subsidies to the targeted clients. As it has been proved time and again, 
subsidized credit usually does not reach the intended clients, as it is prone 
to being grabbed by the rich and influential, which defeats the purpose of 
poverty reduction because it widens rather than narrows the poverty gap. 

Altogether, 0.34 billion yuan were given to the RCCs as a grant, from 
2005 to 2007, to enable them to pay dividends to shareholders. This sub- 
sidy was on top of in-kind payments by government at various levels to 
the RCCs as part of the reform program sanctioned by the State Council 
in 2003 . It is difficult to understand the rationale behind giving a subsidy 
to 100 percent privately owned financial institutions that are expected to 
become commercially oriented. Aside from wasting taxpayers' money, 
the generous subsidy also defeats the purpose of RCC restructuring, as it 
takes away the RCCs' incentives to stand on their own. One hidden 
motive behind the subsidy could be to qualify the RCCs for PBC prom- 
issory notes. If that is the case, it serves to reveal the loopholes in and the 
perverse incentives caused by the design of the restructuring program. 
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The Nature of RCC Problems 

No policy discussion is complete without dealing with the RCCs. RCCs 
remain the largest formal lender in China's rural market. In Guangdong, 
as a result of the restructuring that consolidated the RCCs at the county 
level, there are now 99 county-level RCCs that together have invested in 
the shares of the provincial RCC union. At the end of 2007, the com- 
bined assets of the RCCs were about 695.3 billion yuan and the total 
deposits were about 542.4 billion yuan, or about 15.6 percent of the mar- 
ket share in the province. The NPL ratio was 19.8 percent, with a loan 
loss reserve rate of 12.8 percent. The leverage ratio of the Guangdong 
RCC system was only 3 . 1 percent. 

The analysis here shows that the Guangdong RCC system fails to sat- 
isfy the financial needs of the farmers and MSEs. Access to finance is 
constrained by a lack of demand-driven and attractive products, a lack of 
monitoring, adequate staff training, and a well-designed management 
information system. But seen from another angle, all the problems can be 
traced to the corporate governance of the RCCs. Although the RCCs 
have installed the structure of corporate governance, including annual 
general meetings, boards of directors, and boards of supervisors, corporate 
governance has been established only in form, not in substance. 

The RCCs remain heavily politicized and perceived as state owned, 
despite the fact that they are fully privatized. The restructuring since 
2003 did transform their government ownership right, but because of the 
dispersed ownership structure, 5 in reality the shareholders have little or 
no incentive or power to exercise their rights in governance matters, espe- 
cially when the RCCs continue to receive heavy intervention in their day- 
to-day operations. As a result, the RCCs continue to operate under 
ambiguous and conflicting objectives as they are asked to serve the so- 
called sannong (the farmers, agriculture, and rural developments) . On the 
one hand, the local government is supposed to be responsible for their 
profits and losses. Over time it became a vicious circle. The continued 
ambiguity and conflicting objectives would not put the RCCs on the path 
to safety and soundness. 

In the meantime, policy requirements and interference from both the 
government and the bank regulator entitled the RCCs to protracted pro- 
tection against bankruptcy and competition from new entrants, domestic 
or foreign. The protection and fiscal subsidy, as well as the perception that 
local governments would be held responsible for the failure of RCCs, pro- 
vided government officials with justification for interference. The pro- 
tracted interference further weakened the RCCs' governance and 
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distorted their incentives. And the lack of good governance and capacity 
for risk management also gave the bank regulatory authority — the 
CBRC — a reason to be intrusive in regulation and supervision, which fur- 
ther weakened the RCCs. Today, despite numerous and repeated reform 
measures and massive bailout funds, a breakthrough in this vicious circle 
is nowhere to be seen. 

What is not ambiguous is the fact that, despite good intentions and 
expectations and the heavy subsidies they received, 6 the RCC systems 
actually failed to serve sannong. The number and amount of loans made 
by the RCCs were insignificant in terms of agricultural production, rural 
households, and MSEs (see figures 4.20 and 4.21). They actually became 
a channel of capital flows away from rural Guangdong. 

Not long after the massive capital injection in 2003, there emerged 
pleas for another round of bailout on the grounds that old losses had 
not been fully absorbed. Even bank regulators joined RCC managers in 
the complaint that the government had not done enough for the 
RCCs — even though nearly 2,000 billion yuan had been paid out of gov- 
ernment coffers — because they were looking at a bigger number: the 
amount of NPL carve-out and the recapitalization handed to the SCBs. 
Such sentiment is like a disease that holds the potential to sap the 

Figure 4.20 Proportion of Rural Household Loans, 2007 




60.0 



0.0 20.0 40.0 60.0 80.0 

percent 

■ RCCs ■ all financial institutions 



Source: Author's calculations using data in China Banking Regulatory Commission (2007) 



Making Finance Work in Reducing Inequality and Poverty in Guangdong 1 53 

Figure 4.21 Proportion of Loans on Agricultural Production, 2007 
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morale of the RCC staff and managers and, more important, serves to 
discredit reform policies. 

In 2007, following the Third National Finance Conference, a new 
round of restructuring was launched in Chongqing and Ningxia, among 
other provinces, this time focusing on the reform of the provincial rural 
credit cooperative unions (RCCUs). The provincial RCCUs were formu- 
lated by provincial governments to manage the member RCCs on their 
behalf, and over time they became a problem themselves. With a few 
exceptions, the provincial RCCUs became a burden to their members, 
interfering with the daily operations of members and viewed by them as 
a hindrance. 

Will Credit Guarantee Schemes Work? 

In their pursuit of solutions to promote rural and MSE finance, govern- 
ments at all levels in China turn to credit guarantee schemes as a matter of 
course. In general, there is a blind belief in the role of credit guarantee 
schemes, and the danger of overinvestment in this industry is on the rise. In 
response to the ongoing financial crisis and a need to boost confidence, the 
pace of creating additional credit guarantee schemes has been accelerated. 
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There is a need to take a closer look at the credit guarantee industry and 
put it in perspective. 

There were about 3,729 credit guarantees in China at the end of 2007, 
of which 703 were exclusively government owned and 682 were partially 
government owned. Together they leveraged bank lending on the order of 
1.35 trillion yuan to about 700,000 MSE borrowers. 

Among the main problems confronting the credit guarantee compa- 
nies is that their leverage ratio has remained extremely low — at about two 
to three times, much lower than the industry average in countries like 
Japan (19 times) and Korea (10 times). 

Very few credit guarantee companies are dedicated to the business 
they were set up to do — that is, the provision of guarantee to those 
borrowers that need credit enhancement in order to access bank credit. 
Many credit guarantee companies engage in nonguarantee businesses, 
such as real estate investment, primitive investment banking, and even 
stock market speculation. The 441 or so credit guarantee companies in 
Guangdong have performed no better than the national average, with a 
leverage ratio of 2.6. 

According to news reports, Guangdong created a provincial reguaran- 
tee company in February 2009, with a paid-up capital of 2 billion yuan, 
half of which was contributed by the provincial fiscal bureau and the 
other half from a provincially owned finance company (the Yuehai Stock 
Holding Company). This followed in the footsteps of several other 
provinces, including Anhui, Beijing, Chongqing, and Jilin. 

The call for a national reguarantee company as a "guarantor of last 
resort" went out several years ago, following the adoption in 2003 of the 
MSE Promotion Act, but to no avail. The central government is fully 
aware of the risks that could be transferred to it from the local govern- 
ments through such a reguarantee regime. Already the industry is suffer- 
ing moral hazard as the credit guarantee companies are forced to bear 
more than a lion's share of the credit risks — oftentimes over 80 percent 
or even 90 percent of the losses, should the loans go sour. Credit risks 
could soon accrue to the policy-oriented reguarantee companies, at either 
the provincial or national level. 

The government control over lending interest rates before 2004 pro- 
vided a business reason for credit guarantee schemes, as the policy pro- 
vided convenient circumvention of interest rate regulation by banks and 
borrowers. Following the liberalization of lending interest rates, that jus- 
tification became no more. 
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A key question is what a credit guarantee company can do in analyzing 
the credit risks of borrowers that cannot be done by the lending banks. The 
technical skills required of credit guarantee companies and banks are 
essentially the same. In reality, a credit guarantee company may well add 
to the costs of borrowing (usually on the order of 2 to 3 percentage points) 
without introducing the desired "additionality" to credit supplies. 

Those credit guarantee companies set up or dominated by the govern- 
ment are beset with problems in governance, incentives, and risk manage- 
ment, similar to those that confronted state-owned banks prior to their 
restructuring. These problems further complicate the matters surrounding 
the credit guarantee industry. The industry also suffers from fragmented 
and ambiguous regulation and supervision, as several central government 
authorities are involved in both the promotion and regulation of the 
industry — an institutional arrangement recognized as a sure recipe for 
failure, based on lessons learned in China and elsewhere. The high-profile 
turbulence observed not long ago at a Shenzhen-based credit guarantee 
company, Orienwise, provides an example. 

In view of the pros and cons of credit guarantee schemes, Guangdong 
is advised to take care to avoid the pitfalls of such schemes as the provin- 
cial reguarantee company, including increases in transaction costs to 
MSE borrowers, moral hazards, and waste of public resources. 

Reshaping the Role of Provincial Government in Finance 

China practices a centralized financial regulation and supervision system, 
with separate regulatory authorities overseeing the banking, insurance, and 
securities industries. Key financial policies and reform programs are formu- 
lated at the central government level. One would think, under this gover- 
nance structure, there is little that a provincial government can do to 
influence the direction and impact of financial reform and developments. 
To the contrary, a closer look finds ample room for provincial governments 
to exert influence. Consistent with the overall trend of decentralization in 
economic policies and management, the central government has granted 
increasingly more authority to local governments, especially since the late 
1990s. One driver of change came about when the central government 
started to involve the local governments in failure resolution and in shar- 
ing of the costs of rescuing insolvent financial institutions. Another wave 
of financial decentralization took place in 2003, when the State Council 
handed over the liabilities of the RCCs to provincial governments while 
retaining regulation and supervision authority. The most recent wave of 
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decentralization came about in 2008, when the joint guidelines by the 
PBC and CBRC authorized local governments to license microcredit com- 
panies on the condition that the local governments bear the ultimate 
responsibility for any financial failures. 

Thus, in reality, there exists a huge area where local governments can 
play a role in promoting access to finance. Such a role is just inescapable, 
because already the importance of locally registered financial institutions 
is rising, creating room as well as pressure for the local governments to 
intervene. The question is what role they will play, and how they will 
play it. Without a proper understanding of the basic principles of finance, 
many local governments have revealed a tendency to turn to quick fixes 
without achieving needed outreach and sustainability — two of the central 
criteria of successful rural and microfinance. Some are repeating the mis- 
takes made by the central government about a decade ago. This chapter 
will show that the provincial governments are ill prepared for the role 
because they lack proper understanding of finance, institutions, and skills. 

As mentioned above, several categories of financial institutions have 
been put under the jurisdiction of provincial governments. Some of them 
are locally registered, with licensing issued by the CBRC system through 
the local offices. In all cases, the provincial governments are supposed to 
bear the responsibility if things go wrong. 

Unfortunately, that responsibility is ill defined, as nobody knows for 
sure what qualifies as "wrong." One of several possible criteria is insolvency 
resolution, as indicated by the slogan that "parents should take care of their 
own kids." In part because of a nameless fear and in part because of igno- 
rance, many provincial governments have become extremely risk averse 
where financial reform, development, and innovation are concerned. 

Lacking the means and capacity to ensure the safety and soundness of 
local financial institutions, provincial governments resort to heavy inter- 
vention in their governance and operations, either through the provincial 
RCCU in the case of RCCs, or through the Financial Affairs Office, or 
Jinrongban, with regard to other local financial institutions. In nature, the 
provincial governments assume an intensive ownership function, at the 
expense of a regulatory function. 

Now is the time for the provincial governments to consider seriously 
rebalancing their roles in finance. Especially in the case of fully privatized 
financial institutions, such as the RCCs, there is no ownership role for the 
government to play. Ownership functions, by law and logic, belong to the 
shareholders. Putting governments in the shoes of owners not only 
deprives the owners of any incentives to monitor and exert pressure in 
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governance matters, but it also creates friction and sows the seeds for 
failure. It also unnecessarily implicates the government should the RCCs 
fail in operations and end up with heavy losses. The provincial govern- 
ment should concentrate on [a) the regulatory function, in coordination 
with the central authorities, and (b) the gradual building up of a regula- 
tory capacity, including a regulatory framework, a continuous supervisory 
capacity supported by on-site examination and off-site surveillance, and a 
cadre of professional supervisors. To date, no provincial government has 
done so, and Guangdong would set the pace should it decide to embark 
on the path of building up a local financial regulatory system to comple- 
ment and free the already strained central government regulatory regime. 

Another role appropriate for the provincial government (and govern- 
ment at all levels, for that matter) is to create an environment conducive 
to finance. In addition to meeting the well-exposited need to improve 
the investment climate, in finance the government could productively 
engage in activities that help improve the credit culture and contract 
enforcement and reduce transaction costs. Admittedly, some of those are 
the responsibility of the central government, such as the consumer credit 
information system and a modern secured transactions framework. But 
areas exist where a provincial government can help without undue inter- 
ference in the internal affairs of financial institutions, such as by promot- 
ing consumer protection and financial literacy. There are also areas 
where experimentation can be made in testing new models of financial 
institutions and new products and instruments through sensible fiscal 
and taxation policies. These will be dealt with below. 

Conclusions and Summary of Recommendations 

Pitfalls to Avoid in Promoting Access to Finance 

Before engaging in a discussion on what should be done, we believe it is 
essential to discuss what should not be done in the drive to promote 
access to finance in Guangdong. What prompted us to start with the 
"don'ts" is that over time we have observed a tendency to seek quick fixes 
by engaging in superficial and short-term policy measures that are waste- 
ful and harmful. 

A good starting point would be to reconsider policies and practices 
that perpetuate distorted incentives and behaviors in the financial indus- 
try. Such policies and practices not only waste public resources but also 
hamper healthy development of the financial sector, at the expense of the 
numerous rural households and MSEs. 
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• Giving monetary rewards to foreign and Chinese financial institutions 
to attract them to Guangdong is one such policy, as explained earlier. 
At present, several municipalities and provinces have engaged in com- 
petition to attract financial institutions to move to their jurisdictions, but 
the merit of such competition is dubious. Instead of giving out mone- 
tary rewards, it would be advisable to work toward improving the 
investment climate, which would provide a preferred incentive for all 
potential financial institutions. 

• The government should not waste fiscal resources on the bankable 
groups in society and should focus on the nonbankable groups instead. 
Should the Guangdong government wish to stimulate credit supply to 
rural households and MSEs, it should consider replacing the volume of 
loans with the number of loans as the basis for monetary awards grant- 
ed to financial institutions that have increased their lending in a given 
year. Awards based on volume of loans actually encourage banks to 
lend to large borrowers at the expense of MSEs. And such subsidies or 
tax treatments should not be institution-specific. That is, they should 
be awarded without discrimination among existing and potential 
financial institutions. 

• It is recommended that the Guangdong government reconsider the 
policies geared toward encouraging the proliferation of government- 
owned credit guarantee companies and policy-oriented reguarantee 
companies. The role of such credit guarantee companies is dubious 
at best, as they may well add to transaction costs without raising over- 
all credit supply. The wide spread of credit guarantee schemes tends to 
perpetuate moral hazard in the credit market and erode the fragile 
credit culture, without bringing about the intended additionality 
of credit. 

• It would also be wise to take a sober-minded approach to the creation 
of government-dominated financial holding companies by amalgamat- 
ing the existing RFIs and local government or SOE FIs. Such top-down 
conglomeration rarely works unless fundamental changes are intro- 
duced in governance and incentives. 

The fiscal resources released by the above programs, estimated to be 
on the order of 10 billion yuan, will go a long way in funding the right 
programs, including pilots to test new ways of promoting access. This is 
the focus of the following paragraphs. 
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Recommendations for Policy Measures 

There are several areas where Guangdong government can take immedi- 
ate action, keeping in mind its impacts and implications for the medium 
and long term: 

• Launch a pilot program for village-level, member-based financial cooper- 
atives in selected rural and mountainous areas. The pilot should provide 
a solution to the void of basic financial services, deposits, and loans for the 
rural households that have been denied access as a result of the with- 
drawal of presence by the SCBs, starting in 1998, and the diminishing 
role of RCCs as they are being restructured into joint-stock rural com- 
mercial banks and becoming increasingly urban. There are several such 
experimental financial cooperatives in China, notably those promoted by 
the Leading Office for Poverty Alleviation and Development of the State 
Council and the Agriculture Department of the Ministry of Finance, 
with support from the World Bank, in Henan and Sichuan. In order for 
them to be successful, care should be taken to preserve the autonomy 
and initiatives of members and avoid willful interference by government 
officials at all levels. It is also advisable for the provincial government to 
set up an auditing unit to protect the interests of members through peri- 
odic audits as a public service to the newly established financial co-ops. 

• Revise the policies and guidelines to promote microcredit companies un- 
der the overall sponsorship of the PBC and CBRC It is critical that the 
provincial policies avoid the mistakes made by other provinces that chose 
to set even higher thresholds than those stipulated by the PBC and 
CBRC. Based on the discussion above on the nature of risks, it should be 
clear that the systemic risks posed by such microcredit companies are 
minimal, as they do not take public deposits. Artificially constraining 
their ability to formulate and to borrow will cause a systemic risk because 
few if any such companies can even hope to be sustainable. The Guang- 
dong government should broaden its thinking and take a pragmatic 
approach to the promotion of microcredit companies. To promote com- 
petition and provide a level playing field, Guangdong should consider 
allowing multiple microcredit companies to be set up in all the counties, 
with lower thresholds of paid-up capital and the restriction over their 
funding limit and geographic expansion relaxed. The microcredit compa- 
nies should be established at township as well as county level. It should 
be understood that microcredit companies require economies of scale in 
order to achieve meaningful outreach and commercial sustainability. 
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• Redesign fiscal incentive programs to promote access to finance by rural 
households and MSEs, away from the previous bias in favor of urban- 
based, large corporate clients. The fiscal incentive programs should focus 
on the reduction of transaction costs, on the introduction of innovative 
products and instruments such as microleasing and factoring (or reverse 
factoring), and on branchless banking models. The intended beneficiar- 
ies of fiscal subsidies should be well defined, and their welfare enhance- 
ment should be subject to monitoring and evaluation. Any existing or 
potential financial service providers wishing to serve rural and MSE 
borrowers should have equal access to the fiscal stimulus. As argued 
earlier, public resources spent on education, health care, and public 
infrastructure generate better economic and social returns than credit 
subsidy. Therefore, the government should not resort to interest rate 
subsidy but rather to nondistortive policy actions that help bring down 
transaction costs. In addition, in certain geographical locations with 
inhospitable natural conditions, it makes better economic sense to move 
the people to more habitable locations than to force the RFIs to set up 
or maintain outlets without commercial prospects or social benefits. 

• Restructure the Jinrongban to balance its roles and functions as an 
owner and regulator of local financial institutions and markets. As dis- 
cussed earlier, the increasing responsibilities of the provincial govern- 
ment in maintaining local financial stability and providing access to 
finance justify the addition of regulatory and supervisory functions. 
The CBRC does not have enough capacity to oversee the numerous 
local financial institutions, which continue to proliferate as the exper- 
iments with new types of financial institutions progress. In the mean- 
time, the provincial government does not have an explicit regulatory 
and supervisory function. The resultant vacuum not only creates uncer- 
tainty and opportunities for regulatory arbitrage, but also potential 
risks. Guangdong will be a pioneer in charting new waters in the next gen- 
eration of financial reform if it takes initiative in this important aspect. 

• Plan a thorough study of the issues and problems surrounding the 
RCCs to explore a real pilot of restructuring, one aimed at making the 
RCCs truly resilient financial institutions with good governance and 
sound control systems. The RCCs should be freed from ambiguous 
roles and become real commercial financial institutions without the 
label of serving sannong. Local governments and the CBRC should 
make a commitment not to interfere with the internal operations of 
the postrestructuring RCCUs and RCCs. The shareholders, directors, 
and management should be allowed to execute their responsibilities 



Making Finance Work in Reducing Inequality and Poverty in Guangdong 1 61 



fully under the new governance framework. In exchange for granting 
RCCUs this much-needed autonomy, the regulatory authorities should 
be correspondingly decisive and prompt in closing down failing RCCUs, 
and should announce their policy in this regard in advance to make it a 
credible deterrent to mismanagement. The recommended pilot on vil- 
lage-level financial cooperatives could be combined with the pilot on 
dealing with insolvent RCCs, as the two are complementary. 

It should be pointed out that some financial and public policies that 
may affect access to finance are functions of the central government, and 
it would be inappropriate to expect the Guangdong government to take 
direct and specific policy actions. Nonetheless, there exists considerable 
room for Guangdong to provide positive feedback and constructive ten- 
sion, including the following: 

• Further improve the consumer credit reporting system to help expand 
outreach and sustainability of financial services as it facilitates credit 
discipline and brings down transaction costs. Enormous progress has 
been achieved in the consumer credit reporting system by the central 
bank since 1999, but further improvement is needed to enable better 
access and usage at the provincial level. 

• Remove the remaining barriers to promoting a modern, secured- 
transactions framework to allow movable assets to be used as collat- 
eral for bank lending. Great breakthroughs have been made since 
2007, when the Real Rights Law was adopted, but further reforms 
are essential to facilitate out-of-court settlement. 

• Turn Guangdong into a special pilot zone for experiments with liber- 
alizing the lending rate ceiling for rural financial institutions and in 
informal finance. Regulations should not focus on interest rates, but 
rather on disclosure standards and prevention of abusive techniques in 
loan recovery. Liberalizing interest rates can encourage outreach to 
previously unbanked customers. Allowing financial institutions to 
charge interest rates that allow provision of commercially sustainable 
financial service can foster competition by giving incentives to new in- 
stitutions to enter financial markets. 

The World Bank will stand ready to provide technical assistance to 
Guangdong in the design and implementation of the recommended 
reforms and experiments, should the need arise. 



Annex 4.1 Comparison of the Regulation Framework for Commercial Banks and Rural Financial 
Institutions, 2008 



Commercial bank 



Rural cooperative financial institution 



New rural financial institutions 



Nonfinancial 
institutions 



National City Rural 

commercial commercial commercial 
banks banks banks 



Rural Rural 
cooperative credit 
banks cooperatives 



Rural 

credit Rural 

cooperative Village Loan mutual Microcredit 

unions banks companies cooperatives companies 



Licensing Initial 
regulation registered 
capital 
requirements 



i I billion 
yuan 



> 100 million 
yuan 



Number of Subject to the company law 
shareholders 

Qualification / / 
of sharehold- 
ers 



Shareholding I 
structure 



> 50 million 
yuan 



> 20 million 
yuan 



> 1,000 
persons 



> 1 million 
yuan 



>500 
persons 



> 1 million At county (city) > 500 



yuan 



> 1,000 
persons 



Transform from Transform / 

Rural Credit from Rural 
Cooperatives, Credit 
Rural Credit Cooperatives, 
Cooperative Rural Credit 
Unions, or Cooperative 
Rural Coop- Unions, 
erative Banks. 

Provincial government not allow to invest in 



level > 3 million 
yuan; 
at township 
level > 1 million 
yuan 

Subject to the 
company law 

The sponsor 
should be a 
banking 
financial 
institution. 



The largest 
single bank 
shareholder 
> 20%; 

other single 
nonbank 
shareholders 
< 1 0% 



thousand 
yuan 



The capital 
should be 
contributed by 
commercial 
banks or rural 
cooperative 
banks. 



At county 

level > 300 

thousand yuan; 
at village level 

> 100 thousand 

yuan 

> 10 persons 
Farmers or rural- 
small enterprise 



For limited liability 
company > 
5 million yuan; 
for joint-stock 
company > 10 
million yuan 

Subject to the 
company law 



Single 
shareholder 

< 1 0% 



Single 
shareholder 
< 1 0% 



Prudential Capital > 8% 

ratios adequacy 
ratio (CAR) 
Core capital > 4% 
adequacy 
ratio 
Deposit 
reserve ratio 

Regulatory Deposit rates 
restrictions Lending rates 



Others 



> 2% 



1 7.5% 



16.5% 12% or 15% 



From zero to central bank benchmark interest rate 



0.9-4.0 times central bank benchmark 
interest rate 

Operate 
nationally 



0.9-2.3 times central bank benchmark 
interest rate 



Mainly Restricted to local geographic area 

operate locally 



According to / / / 

Rural Credit 
Cooperatives 

0.9-4.0 times central bank benchmark 
interest rate 

Cannot lend to Restricted to Deposit taking Restricted to local 
borrowers local area; allowed only area; deposit 

outsideofthe deposit taking from members taking not 
local not allowed allowed 

geographic area 



Source: PBC Rural Finance Research Team 2007. 
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Central authorities 



Guangdong 



Shandong 



Shanghai 



Zhejiang 



Licensing Registered 
requirements capital 



Limited liability 
company 

> 5 million yuan; 
company 
limited by shares 

> 10 million yuan 



Qualifications 
of shareholders 



Limited liability 
company > 30 
million yuan (> 1 5 
million for mountain 
area); company 
limited by shares 

> 50 million yuan 
(20 million for 
mountain area); 

< 200 million yuan 
in either case 
Net assets of lead 
sponsor > 50 million 
yuan (20 million for 
mountain area); 
leverage ratio < 70%; 
positive income 
account for 3 
consecutive years; 
3-year total profits 

> 1 million yuan 
(5 million for 
mountain area); 
last year's profits 

> 3 million yuan 
(1 .5 million for 
mountain area) 



Limited liability 
company > 50 
million yuan 
(20 million for 
underdeveloped 
counties); company 
limited by shares 
> 70 million (30 
million yuan for 
underdeveloped 
counties) 

Net assets of lead 
sponsor > 50 million 
yuan (20 million for 
underdeveloped 
counties); leverage 
ratio < 70%; positive 
income account for 
3 consecutive years; 
3-year total 
profits > 14 million 
yuan (5.5 million for 
underdeveloped 
counties) 



Limited liability 
company > 20 mil- 
lion yuan (10 million 
in Chongming); 
company limited by 
shares > 50 million 
yuan (20 million in 
Chongming) 



Net assets of lead 
sponsor > 50 million 
yuan (20 million for 
underdeveloped 
counties); leverage 
ratio < 70%; positive 
income account for 
3 consecutive years; 
3-year total 
profits > 15 million 
yuan (6 million for 
underdeveloped 
counties); lower 
requirements for 
Chongming county 



Limited liability 
company > 1 50 million 
yuan (1 20 million for 
underdeveloped coun- 
ties); company limited 
by shares > 80 million 
yuan (30 million for under- 
developed counties) 



Net assets of lead sponsor 

> 50 million yuan 
(20 million for 
underdeveloped coun- 
ties); leverage ratio < 70%; 
positive income account 
for 3 consecutive years; 
3-year total profits 

> 15 million yuan 
(6 million for 

underdeveloped counties) 



Shareholding 
structure 



Single 
shareholder < 10% 



Regulatory Borrowers 
requirements 



Small-size loan; 
diversify enough; 
lending to single 
borrower < 5% of 
net capital 



Shareholding of a 
lead sponsor < 45%; 
other single 
shareholders and 
related shareholders 
< 20%; single 
shareholder > 1% 



Small-size loan; 
diversify enough; 
lending to single 
borrower < 5% of 
net capital and the 
amount < 5 million 



Shareholding of a 
lead sponsor < 20%; 
other single 
shareholders and 
related shareholders 
< 10% 



Small-size loan; 
diversify enough; 
lending to single 
borrower < 5% of net 
capital; 70% of the 
funds lent to small 
borrowers with 
single maximum 
amount of 500,000 
yuan, the single 
borrower of the other 
30% < 5% of net 
capital, lending to 
shareholders not 
allowed 



Less than two lead 
sponsors, 
shareholding of a 
single lead sponsor 

< 20%; total share- 
holding of two lead 
sponsors and other 
related parties 

< 15%; total share- 
holding of other 
single sponsors and 
related parties 

< 10%; single 
shareholder > 1% 

Small-size loan; 
diversify enough; 
lending to single 
borrower < 5% of 
net capital; money 
lent to 50% of the 
borrowers < 500,000 
yuan; lending to 
shareholders not 
allowed 



Shareholding of a lead 
sponsor < 20%; other 
single shareholders 
< 10%; single shareholder 

> 5% 



Small-size loan; diversify 
enough; 70% of the funds 
lent to small borrowers 
with single maximum 
amount of 500,000 yuan, 
the single borrower of 
the other 30% < 5% of 
net capital; lending to 
shareholders not allowed 
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Central authorities 



Guangdong 



Shandong 



Shanghai 



Zhejiang 



Lending rates 0.9-4.0 times basis 
rate 

Managements No criminal history 



Number of / 
institutions 

Geographic / 
restrictions 



0.9-4.0 times basis 
rate 

Specific academic 
requirements and 
industry working 
experience require- 
ments, as well as 
age requirements 



Only 1 allowed in 
each county 

Operate within 
county territory 



0.9-4.0 times basis 
rate 

Senior management 
should be familiar 
with financial sector 
businesses, should 
have industry 
experiences, and 
abide by the laws 
and regulations. 

Experiment in 1 
county 

Operate within 
county territory 



0.9-4.0 times basis 
rate 

Senior management 
should have 
appropriate 
knowledge and 
industry experience. 



Only 1-2 allowed in 
each county 

Operate within 
county territory 



0.9-4.0 times basis 
rate 

Specific academic 
requirements and indus- 
try working experience 
requirements for board of 
directors and senior 
managers 



Generally only 1 allowed 

in each county, 

2 exceptionally 
Operate within 

county territory 



Regulatory Regulatory The provincial The provincial 

authorities structure governments should financial office is 

designate an agency responsible for 



to supervise the 
microloan 
companies; the 
government should 
commit to taking 
care of the financial 
risks brought about 
by the microcredit 
companies before 
licensing the 
microloan compa- 
nies. 



piloting the 
microloan 
companies; 
municipal 
government is 
responsible for the 
daily supervision of 
the microloan 
companies; 
county-level 
governments are 
responsible for the 
resolution of 
possible problems 
with microloan 
companies. 



The provincial 
financial office is 
responsible for 
piloting the 
microloan 
companies; 
municipal 
government is 
responsible for the 
daily supervision of 
the microloan 
companies; 
county-level 
governments are 
responsible for the 
resolution of 
possible problems 
with microloan 
companies. 



The Shanghai 
municipal financial 
office is responsible 
for the piloting of 
microloan 
companies; 
county-level 
governments are 
responsible for 
licensing and 
supervising 
microloan 
companies, as well 
as resolving possible 
problems with 
microloan 
companies. 



The provincial financial 
office is responsible for 
the piloting of the 
microloan companies; 
municipal government 
is responsible for the 
daily supervision of the 
microloan companies; 
county-level govern- 
ments are responsible 
for the resolution of 
possible problems with 
microloan companies. 



Source: Compiled by the author from various sources. 
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Annex 4.3 Innovative MSE Lending Project in China 

Jointly with the World Bank, the China Development Bank hired a 
microcredit consulting firm to help select financial institutions to par- 
ticipate in the lending project for micro- and small enterprises (MSEs) 
and build up institutional capacity to extend noncollateralized credit to 
on a sustainable basis. By the end of April 2007, 7,953 loans were dis- 
bursed (amounting to over 453 million yuan) and 6,753 loans were out- 
standing (with an average size of 57,000 yuan) from three participating 
banks, namely, Baoshang Bank, Jiujiang City Commercial Bank, and 
Taizhou City Commercial Bank. The outstanding volume of arrears 
over 30 days was less than 0.2 percent. The 7,953 loans disbursed ben- 
efited over 7,000 MSE customers. About 70 percent of the borrowers 
had no previous experience borrowing from banks, and 54 percent had 
never borrowed at all. The lending interest rates for the three banks 
were from 1 5 percent to 1 8 percent. 

Supported by the consulting firm, the participating banks set up 
separate MSE lending departments at both the head offices and 
branches. A set of standardized MSE lending products was developed, 
and standardized loan administration, training, marketing, and risk 
management policies and procedures, and incentive mechanisms were 
put into place to promote the effective extension of MSE lending. 
The preliminary results of the project showed that MSE lending 
could be profitable and could be sustained by changes in credit phi- 
losophy and innovation in credit techniques. In summary, the differ- 
ences between the lending methodologies promoted by this project 
and the common practices in the Chinese banking industry are shown 
in the accompanying table. 

The innovative MSE lending model has existed for some time in 
Guangdong. Shenzhen Zhong An Credit Investment Co. Ltd. is one of 
the leading MSE lending companies, providing noncollateralized 
loans to individuals and small private business owners through its 
more than 30 outlets in Shenzhen city. By the end of 2008, 40,000 
loans were disbursed, amounting to 1.2 billion yuan. A total of 12,400 
loans were outstanding, amounting to 260 million yuan and averaging 
40,000 yuan for each borrower. The maximum amount for each indi- 
vidual loan was no more than 150,000 yuan. The past-due rate over 
90 days was 2.1 percent, and the average interest rate was around 
15.6 percent. 
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Differences between the Technology Promoted by the SME Lending Project and 
Lending Practices among Chinese Banks 



Lending practices among Chinese banks 



Practices promoted by the MSE 
credit technology 



Loan approval mainly based on 

collateral or guarantee 
Credit analysis based on official 

documentation (financial statements) 



Excessive documentation requirements 
that lead to high transaction costs and 
processing time 

Low interest rates without fees but with 
high hidden costs 



Large loans, usually over 1 million yuan 

Business plans and feasibility studies 
required, which tend to turn MSE 
borrowers off, as they usually do not 
have them 

Complex loan procedures involving 
many departments and hierarchy levels, 
leading to processing times of three 
months or more. 

Short loan maturities with frequent 
rollover of loans 

Incentives for loan officers to go after 
large corporate borrowers to disburse 
large loans 

Immovable assets required as collateral, 
with their evaluation by third parties 
increasing transaction costs for clients 

Bullet repayment of loans, making it 
difficult for the lender to offer incentive 
to and monitor the borrowers 



Loan approval based on cash-flow analysis and 
debt capacity of client 

Credit analysis based on financial information 
retrieved by loan officers by"auditing"and 
interviewing the borrowers and checking the 
information gathered for consistency and 
plausibility 

Only core documents required, with MSEs having 
no difficulty presenting them 

Market-based lending rates, which tend to be 
higher than those to large borrowers but 
typically lower than those charged by informal 
moneylenders 

Micro- and small loans with average loan size of 
40,000 yuan 

Business plans and feasibility studies never 
requested, as they are not essential for the very 
small borrowers 

"Time to cash"crucial to compete successfully 
with informal finance providers and to reach 
sufficient lending efficiency; loans typically 
disbursed in one to three days after application 

Loan maturity matched with cash flow and debt 
capacity and finance needs; no rollover of debt 

Motivation for loan officers to lend to MSEs 
with small loans, with incentives built into their 
compensation schemes accordingly to disburse 
loans and ensure repayment 

Flexibility in collateral requirements, allowing items 
of emotional value to qualify as both collateral, 
with their evaluation conducted by loan officers 

Equal monthly installment loans serving as both 
a monitoring and an incentive device 



Source: International Project Consult (IPC) company training materials. 
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Annex 4.4 Mutual Societies in Poor Villages 

In 2005, with the technical assistance of the World Bank, the Poverty 
Reduction Office of the State Council began a pilot project to organize 
mutual societies in poor villages in Henan and Sichuan provinces. 
These mutual societies are not-for-profit organizations that are owned 
and managed by rural households and aimed at financing their produc- 
tion activities and emergency needs. These societies are not allowed to 
take deposits. 

The funding sources of the societies include fiscal funds, membership 
contributions, and donations. The members of the societies are farmers 
who voluntarily contribute to the fund, and every five members com- 
pose a group that is jointly liable for their borrowing. It is the group 
meeting that decides who is eligible for the credit. The loan sizes are 
usually no more than 10 times the borrower's contribution, or lower 
than 4,000 yuan. The maximum maturity is one year, and the monthly 
rate of the commitment fee is at least 0.8 percent. Both principal and 
commitment fee should be paid down each month. Members of the 
societies are eligible for emergency borrowing in the event of sickness, 
injury, or death of family members. The maximum that can be bor- 
rowed for an emergency is 1,000 yuan, with less than three months 
maturity and one balloon repayment. The commitment fee is the same 
as that for production credit. At the same time, guarantee is required. 
The societies give preferential treatment to the poorest farmers who 
have a financing need and the willingness and capability to repay, and 
the borrowing must be used for profit-generating businesses. The credit 
line and level of commitment fee vary across regions with differing levels 
of prosperity. 

The pilot project has been expanded to Gansu, Hubei, and Yunnan 
provinces and basically is going well. However, there is concern that the 
governance of the societies is being distorted by improper government 
intervention. The pilot program and articles of association extensively 
discussed among members cannot be put into practice at all, and the 
elected governance board and management team cannot perform effec- 
tively. In effect, the societies have been too much controlled or influenced 
by the government. Moreover, training is obviously inadequate for the 
governance board members of the mushrooming mutual societies in 
terms of fund management, loan origination and repayment, monitoring, 
treasury, accounting, and so forth, and that inadequacy effectively 
destroys the efficiency and sustainability of the societies. 
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Notes 

1. The Pearl River Delta region consists of Dongguan, Foshan, Guangzhou, 
Huizhou, Jiangmen, Shenzhen, Zhaoqing, Zhongshan, and Zhuhai munici- 
palities. 

2. The Commercial Banking Law stipulates that the loan-to-deposit ratio of 
banks should not exceed 75 percent. 

3. These are the Agriculture Bank of China (ABC), Bank of China (BOC), Bank 
of Communications (BOCOM), China Construction Bank (CCB), and 
Industrial and Commercial Bank of China (ICBC). 

4. According to an economic census of Guangdong, at end of 2004, there were 
337,000 registered businesses in Guangdong, of which 133,000 had less than 
seven employees and 110,000 had total assets below half a million yuan. In 
addition, there were about 2.7 million individual businesses, employing about 
8 million people and accounting for about 1 7 percent of total employment in 
Guangdong. 

5. The RCCs' shares became extremely fragmented following the reform of 
2003 because of restrictions imposed on shareholdings (below 0.5 percent for 
individual investors, including both membership and investment shares, and 
5 percent for legal-person shareholders) . 

6. These included (1) a special note issued by the PBC in exchange for NPLs of 
RCCs in Guangdong amounting to 23 billion yuan, which was unmatched 
among all the provinces; (2) a subsidy from the Provincial Fiscal Bureau to 
the RCCs totaling 1.2 billion yuan from 2005 to 2007; (3) grants in kind by 
the local government at various levels (land and real estate) equivalent to 
14.67 billion yuan; and (4) concessionary tax treatment received by 
Guangdong RCCs from January 2005 to December 2007 amounting to 
2.34 billion yuan, of which 1.89 billion yuan was granted by the central 
government and 449 million yuan by the local government. 
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CHAPTER 5 



Guangdong: Reforming Land Policy 
for Better Rights Protection and a 
Healthier Development Pattern 



Guangdong has achieved remarkable success in economic and social devel- 
opment since the early 1980s. As of 2007, with a per capita gross domes- 
tic product (GDP) above $4,200, Guangdong accounted for 13 percent of 
China's national GDP, made up about 33 percent of international trade; 
contributed more than 1 4 percent of total fiscal revenue; and created more 
than 2 million new jobs in a single year. By maintaining an annual growth 
rate of 13.8 percent in the past three decades, Guangdong has firmly 
secured its leadership position as one of the biggest and most dynamic 
regional economies in China and defined a good example for less devel- 
oped provinces to follow. 

There are many factors to explain Guangdong's success, such as its 
geographic location and a level of social and economic development 
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higher than those of many other provinces, going back as far as the early 
1970s. However, the proactive pursuit of innovative policy and institu- 
tional changes, with a forward-looking mindset to accommodate eco- 
nomic and social transformations, is the most important factor behind 
Guangdong's success. Whenever such changes have been deemed neces- 
sary, the provincial government has always demonstrated a strong politi- 
cal will to introduce them. The history of changes to Guangdong land 
policy could serve as a good example. Guangdong was the first province 
in China to introduce marketable urban land use rights in the mid-1980s; 
Guangdong was the first province to enable farmers to form shareholding 
cooperatives by using land rights in the early 1 990s; Guangdong was the 
first province to recognize and normalize the market of collective con- 
struction land in 2005; and Guangdong was one of the first few provinces 
to pilot innovative schemes, such as reserving land for farmers' nonfarm 
uses to compensate farmers affected by land acquisitions. In short, these 
land policy and institutional changes have represented adaptation to rap- 
idly changing economic and social circumstances brought about by the 
emergence of a market economy and accelerating urban expansion. 

As Guangdong endeavors to establish a new development model for 
more equitable and healthier growth, land will continue to assume a cru- 
cial role. Land is implicated in Guangdong's ongoing economic and social 
transformations in numerous important ways such as a key factor in its 
quest for a new round of economic growth, rapid urbanization, better envi- 
ronmental protection, sustainable rural development, and a higher degree 
of social harmony. Therefore, how to strike a balance among competing 
land-related interests is a daunting challenge facing the provincial govern- 
ment. The answer to this challenge will play a central role in determining 
the shape and trajectory of Guangdong's economic and social future. 

A New Platform for Pursuing Bolder Innovations 

On October 12, 2008, the Communist Party of China (CPC) Central 
Committee approved a broad policy document aimed at more balanced 
and integrated urban-rural development. Most important, under the new 
policy farmers' leases on land would be extended from the then-current 
30-year term to an open-ended one. The new land policy established the 
objective of narrowing the scope of land expropriation by distinguishing 
between use of land for public interests and use of land for commercial 
purposes. The policy expressed a clear, central willingness to limit land 
expropriations to needs for public interests. Plot-level land registration 



Guangdong: Reforming Land Policy 1 75 



and certification would also be introduced to grant farmers a higher 
degree of tenure security as well as better protected land use rights, 
including the right of land transfer. The policy also reconfirmed the gov- 
ernment's priority of national food security. To this end, it committed to 
adoption of a stringent farmland protection system and urged local 
authorities to safeguard the 1.8 billion mu deemed as a minimum for 
overall food self-sufficiency. 1 This document set up a new platform for 
Guangdong to pursue bolder land-related policy innovations. 

Purpose of the Chapter 

The purpose of this chapter is to present the main policy recommen- 
dations that have emerged from discussions with provincial and local 
governments and during field visits to several municipalities in 
Quangdong, conducted in November 2008. The chapter gives special 
attention to challenges such as land tenure security, farmland protec- 
tion, land-related environmental concerns, urban land use efficiency, 
and enhancement of the role of land as a sustainable foundation for 
local government finances. Wherever appropriate, the chapter tries to 
introduce relevant international experiences. The intended audience is 
provincial-level government agencies responsible for land administra- 
tion and management. The chapter is not, however, intended to be 
comprehensive, since some land policy issues can only be effectively 
addressed at the national level. 

Rural Land Challenges 

Land tenure security. Farmers in rural China generally do not enjoy a 
high degree of land tenure security. Guangdong is no exception. During 
the field visits, it was noted that some local governments continued to 
support, or at least allow, community-level land readjustments with dif- 
ferent justifications. Frequent land readjustments, even on a small scale, 
weaken farmers' perceptions of land tenure security. Both domestic 
research and international experiences unambiguously demonstrate that 
a low degree of tenure security will negatively affect farmers' long-term 
investment in and production behavior on land and impede development 
of land markets. Land readjustments at the community level will also cre- 
ate rent-seeking opportunities for local elites. In consideration of all the 
negative impacts, the Rural Land Contracting Law of 2003 basically pro- 
hibited land readjustment, and this legislative intention was reinforced in 
the Property Rights Law of 2007. Extension of the farmer's land lease 
from a 30-year term to an open-ended one, which was announced by the 
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CPC Central Committee in mid-October 2008, sent a clear and strong 
signal of the central government's determination to grant farmers a higher 
degree of land tenure security. 

Tenure security is also crucial for the healthy development of the land 
market in both rural and urban areas in terms of protecting interests of 
land rights holders, as well as reducing land conflicts. Guangdong has 
been enjoying an increasingly active rural land market since the 1990s. 
For example, as of 2007, the province had about 15-20 percent of rural 
land engaged in the rental market, with huge variation across different 
regions. In the Pearl River Delta area, more than 90 percent of rural land 
was in the market (mainly through shareholding cooperatives), while in 
less developed areas, the rate was about 5-10 percent. About 20 percent 
of farm households were involved in the land rental market province- 
wide. An emerging phenomenon, confirmed by the field visits, is the vio- 
lation of farmers' interests to different degrees by village elites, local 
governments, and some enterprises during land transfers. For example, it 
was reported that some community leaders forced farmers to rent out 
their land for so-called large-scale farming. It was also reported that some 
enterprises grabbed farmers' land in the name of commercial farming. 
However, the land was actually being used by the enterprises for specula- 
tive activities and real estate development. Obviously, these worrisome 
phenomena will obstruct healthy development of the rural land market 
and result in serious land conflicts. International experience shows that 
securing land use rights of individuals before promoting the transferability 
of such rights is a sound principle. 

It is recommended, therefore, that the Guangdong provincial govern- 
ment take timely and concrete actions to strengthen farmers' land 
tenure security further. One of the most effective ways to achieve this 
goal is to establish a plot-level rural land registration system and grant 
farmers land rights certificates. Establishing such a registration system is 
strongly supported by the most recent policy changes, as reflected by 
CPC's decision in mid-October 2008, and the No. 1 Document of 2009. 
There are rich international experiences in this field. Vietnam, which has 
a similar land rights arrangement to that of China, has endeavored to 
conduct a broader land administration reform and establish a nationwide 
digital cadastral record system (see box 5.1). Guangdong could again be 
a national pioneer in establishing a provincewide rural land registration 
system to promote more equitable growth with a higher degree of social 
harmony. 



Guangdong: Reforming Land Policy 1 77 



Box 5.1 

Vietnam: Land Policy Reforms and National Land 
Registration Program 

A well-functioning land administration system is a fundamental institutional 
arrangement for sustainable economic and social development. Rural land 
administration reform was among the most important initial steps of doi moi — a 
gradual, market-oriented economic reform process in Vietnam. Like what hap- 
pened in China in the early 1980s, the reform process started with the intro- 
duction of the"household responsibility system," characterized by the granting 
of long-term land use rights to farm households in an egalitarian way. The gov- 
ernment legalized this arrangement through the 1 987 Land Law. The Land Law 
was revised in 1 993 to recognize land use rights of households and individuals in 
both rural and urban areas and to introduce a national land administration sys- 
tem (LAS) based on unified land use right certificates (LURCs). In 2003, the Land 
Law was again amended to deepen LAS reform by expanding land use rights of 
households and individuals, recognizing land use rights of institutions (such as 
enterprises and organizations), and establishing the LAS regulatory and institu- 
tional framework at all levels. All these changes promoted the development of 
the land market. 

Although Vietnam maintains state ownership over the land, the holders of land 
use rights are the de facto owners. They enjoy a rich bundle of rights: exchanging, 
transferring, leasing, subleasing, inheriting, donating, mortgaging, guaranteeing, 
using land rights as capital contribution to form shareholding companies, and 
receiving compensation upon land taking bythegovernment.Therearealso some 
restrictions, however, on land use rights. For example, there are ceilings on the 
agricultural land area one household can have (3 to 4 hectares in delta areas), 
limited durations of land use rights (for example, 20 years for cropping and 
30-50 years for forestland), predetermined land use purposes, and limitations 
on land conversion. 

Registration of land use rights is the cornerstone of the LAS. The format and 
procedures of land use rights registration are unified nationwide. The 2003 Land 
Law requires that a LURC be issued for each plot and contain the names of both 
spouses. The registration is carried out by land registration offices established at 
the provincial and district levels. Initial registrations are generally carried out in a 
systematic manner (for example, commune by commune) for the scale of economy 

(continued) 
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Box 5.1 (continued) 

as well as to avoid the exclusion of disadvantaged groups. To ensure the informa- 
tion is updated, the land registration offices are also responsible for subsequent 
registration of land transactions and changes of land use. However, subsequent 
registration is carried out sporadically — that is, on a demand basis. 

Some challenges remain, however. They include incomplete granting of 
LURCs to land users; insufficient infrastructure for effective and efficient opera- 
tion of the land administration system from cadastral mapping, land titling, reg- 
istration of land transactions, and record management; and the lack of public 
awareness of the LAS. There also exist a number of pending improvements in 
land policies, ranging from the expansion of agricultural land use rights and land 
valuation to the reconciliation of a gap between the Land Law, on the registra- 
tion of land use rights, and the Housing Law, on the ownership of buildings. 

According to data from the Ministry of Natural Resources and Environment, 
which is responsible for land administration, about 82 percent of agricultural land 
area, 62 percent of urban residential land area, 76 percent of rural residential land 
area, and 62 percent of forestland area had been issued LURCs as of December 
2007. The number of LURCs still to be issued was almost double the 30 million 
LURCs already issued. Cadastral records, including cadastral maps, were largely 
incomplete, inaccurate, and not updated and, thus, could not support the need 
for land management and services. By the end of 2007, only 1 5 percent of LURCs 
had been issued with the names of both spouses as specified by the Land Law, of 
which 1 1 percent are agricultural LURCs and 1 8 percent are rural residential LURCs. 
The system itself is cumbersome and inefficient, lacks transparency, and does not 
provide a quality of services on which end users can rely. As a result, it is difficult 
and costly to conduct land transactions or to use LURCs for collateral. The weak- 
nesses represent one of the most serious constraints to business development 
and transparent governance in Vietnam. 

To address these issues, the government of Vietnam outlined a comprehensive 
Program for the Development and Modernization of the Land Administration 
(PDMLA) for the next 1 5 years.The program's objective is to modernize the existing 
land administration system to meet the demands of the economy and maintain 
social equity. The program includes the following: 

• Completing the issuance of LURCs, the digital cadastral record system, and, based 
on these, the land information system 

• Completing the legal system for a more mature market economy 



(continued) 
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Box 5.1 (continued) 

• Streamlining land use planning and completing land use plans at all levels 

• Establishing a comprehensive land finance system 

• Strengthening the capacity of the land administration system. In addition, a 
comprehensive land code will be developed to meet demands from a more 
mature and dynamic market economy around 201 0. 

Source: DzungThe Nguyen, senior agricultural economist East Asia and Pacific Region of the World Bank, 
personal communication. 



Farmland protection. Farmland protection is another major challenge 
facing Guangdong. Under the existing policy framework, all remain- 
ing farmland in Guangdong has fallen into the category of "basic farm- 
land," and, hence, the land available for further conversion for urban uses 
is very limited. In addition, according to current policy, this conversion is 
subject to approval by the State Council. The census of 2007 showed that 
Guangdong had 42.7 million mu of farmland; however, the basic farm- 
land quota assigned to Guangdong for protection was also 42.7 million 
mu. Therefore, theoretically, the current situation means that Guangdong 
has to maintain 100 percent of its remaining farmland for agricultural 
uses to meet the quota of basic farmland protection, unless the State 
Council determines otherwise. In the Pearl River Delta area [comprising 
the cities Dongguan, Foshan, Guangzhou, Shenzhen, Zhongshan, and 
Zhuhai), the fact is that the remaining farmland area is much less than 
the amount of basic farmland the Delta area is supposed to maintain. In 
Guangdong, the potential for acquiring more farmland through reclaim- 
ing or consolidating land is also limited. In many areas, fish ponds and 
orchards have already been categorized as basic farmland. 

Given Guangdong's rapid urbanization, it is unavoidable that a certain 
amount of farmland will be converted for urban expansion. In 
Guangdong, it appears that two principles should be followed in terms of 
farmland protection. First, the core of farmland protection should focus 
on improving land productivity. There is huge potential to improve land 
productivity since the current data show that 62 percent of the remain- 
ing farmland is middle- or low-yield land. More investment should be 
made to improve irrigation systems, land consolidation, fertility enhance- 
ment, and the extension of new technology. The focus should be on the 
eastern and western parts of Guangdong, where agriculture still enjoys a 
comparative advantage. 
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Second, a mechanism should be introduced to maximize the overall 
value of land resources. A decision on which plot of land is to be con- 
verted to urban use should be based on the overall economic value of all 
the plots of land involved, instead of the agricultural value of a specific 
plot. For example, assume there are two plots of land, A and B. One will 
be used for agriculture and the other for urban use. Assume that plot As 
value is 50 for agricultural use and 300 for urban use, and B's is 40 and 
200, respectively. If only the agricultural value of land is considered, plot 
A will be used for agriculture and plot B for urban use. If such a decision 
is made, the overall land value of the society will be 250. However, from 
the perspective of maximizing the overall value of land, plot A should be 
designated for urban use and B for agricultural, as long as the cost of 
improving B's agricultural productivity to that of A is less than 90. In that 
case, the total economic value of the land will be always bigger than 250. 
In addition, inflexible farmland protection in an area of rapid urbanization 
could result in an inefficient urban development pattern (featuring, for 
example, urban sprawl and overstretches of infrastructure, as well as the 
coexistence of incompatible land uses). Therefore, farmland protection 
policy, if it considers only the farmland's agricultural value, will not neces- 
sarily ensure the highest overall economic value of land use. 

It is recommended, therefore, that Guangdong be innovative in pilot- 
ing more effective ways to achieve the objective of protecting farmland. 
Policy should be directed toward introducing a system that maximizes 
the overall economic value of land while maintaining the overall stability 
of agricultural production. In short, more economic incentives should be 
built in when addressing the challenge of farmland protection. Great 
efforts should also be made to improve the quality of existing farmland. 
Successful breakthroughs in this area will not only create additional space 
for Guangdong's more integrated urban-rural development, but will also 
make a great contribution to national policy development for balancing 
demands for land between the competing priorities of food self-sufficiency 
and urbanization. 

Environmental concerns. Environmental degradation has become a mat- 
ter of urgency. There are two aspects to the issue. First, the quality of the 
environment in certain areas has significantly declined. For example, it is 
quite alarming that the number of hazy days in the Pearl River Delta area 
exceeds 100 per year, although the area enjoys a rich annual rainfall 
(1,800-2,200 millimeters). Water pollution is also a serious issue as a 
result of a relatively low percentage of wastewater processing and overuse 



Guangdong: Reforming Land Policy 181 



of pesticides and chemical fertilizers. Other outstanding environmental 
issues are air pollution and drinking water quality, as well as the rapid 
increase of electronic waste. Therefore, it is quite encouraging to see that 
some local governments have introduced the idea of the "nondevelopment 
zone." For example, the nondevelopment zone accounts for 36 percent of 
the geographic area of Foshan municipality. 

Second, the quality of farmland is also deteriorating, which has a sig- 
nificant negative impact on the safety of agricultural products. It was 
reported by the Provincial Agricultural Bureau in 2005 that out of 260 
monitoring points, over half (53 percent) registered a clear decline in the 
quality (including the fertility) of land. Innovative land policy, such as 
land transferrable development rights (TDRs; see box 5.2), could be very 



Box 5.2 

Transferable Development Rights (TDRs) 

TDRs have been developed to balance conflicting development goals and objec- 
tives of farmland and open-space preservation, on one hand, and land supply for 
urban economic growth, on the other, through incentive-based mechanisms. Regu- 
latory approaches — land use zoning that specifies permitted types of land use (agri- 
cultural, commercial, industrial, and residential) and places limits on the density and 
extent of development — often turn out to be too rigid to be efficient and effective. 

Similar to marketable permit systems, TDRs are used to implement restrictions 
on development of land designated as environmentally protected as well as per- 
manently agricultural. Owners of agricultural land in the sending area are granted 
TDRs as compensation for the restriction on their ability to develop their land for 
higher-value urban uses. Owners of developable land in a designated receiving 
area are typically allowed to exceed limits on density only by purchasing a suffi- 
cient number ofTDRs. 

TDRs offer a number of advantages over land use regulations that are imple- 
mented in a purely administrative fashion. First, they provide a means of obtain- 
ing compensation for those whose property cannot be developed and, hence, is 
presumably lower in value. Second, they help defuse political opposition to 
development restrictions on the part of farmers who want to sell for develop- 
ment and on the part of developers. Third, they help reduce the time spent and 
costs incurred on appeals of regulatory land use decisions. 

(continued) 
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Box 5.2 (continued) 

TDRs offer a number of potential advantages in the case of China: 

• ATDR system can accommodate different prospects for economic growth, 
allowing more conversion of farmland in areas with high growth potential, in 
return for farmland preservation in areas with low growth potential. In other 
words, aTDR system can reduce or eliminate inefficiencies in economic growth 
created by farmland preservation policies. 

• ATDR system offers a means of redistributing some of the gains from economic 
growth by making land conversion in areas with high growth potential contin- 
gent on the purchase of land conversion rights from areas with low growth 
potential. Compensation of this kind might help reduce incentives for illegal 
land conversions as well. 

• ATDR system can be used as an effective policy tool for managing and addressing 
multiple objectives associated with land use and development. This incentive- 
based approach helps to implement farmland preservation policies by allowing 
people on preserved land to benefit, at least partially, from rapid urbanization and 
industrialization. This will be valuable in addressing increasing tensions among 
regions with different economic growth prospects. 

Source: Ding Chengri, professor, University of Maryland and National Center for Smart Growth, personal 
communication. 



useful in addressing the issue of environmental degradation, although the 
issue itself is a cross-cutting one that requires a much stronger and 
broader intervention beyond land-related agencies per se. 

A TDR could be viewed as a tool for the government to purchase land 
development rights from landowners. The core of TDR is to shift devel- 
opment rights from sending areas (where the development rights have 
been bought by the government) to receiving areas (where the land could 
be developed at a higher density). In sending areas, land can never be 
developed since it loses its development rights, although the original use 
will be kept. TDRs do not affect ownership or other land use rights (for 
example, the use of the land as collateral). Through this market mecha- 
nism, a good balance among many conflicting objectives, such as farmland 
protection and rational urban development, could be achieved. The 
United States has a quite well-developed TDR system at both the federal 
and the state levels. 
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It is recommended that the Guangdong provincial government con- 
duct a pilot of the TDR mechanism and expand it provincewide, subject 
to a successful pilot. By doing so, Guangdong not only will be in a better 
position to address its environmental issues, but also will make a signifi- 
cant contribution to national policy development regarding TDR. 

Urban Land Challenges 

Improvement of land use efficiency. Guangdong is experiencing very 
rapid urbanization, and this is leading to the expansion of the built-up area 
of cities. 2 Between 1990 and 2003, many cities tripled their built-up areas 
in China. Four of the 10 cities that have expanded their built-up areas the 
fastest are located in Guangdong (Foshan, Guangzhou, Santou, and 
Shenzhen). According to Guangdong's provincial urbanization plan for 
2006-20, the level of urbanization will reach 75 percent by 2020 (85 per- 
cent in the PRD area) . 

Urbanization is inevitably linked to the process of suburbanization, 
which increases the spatial size of cities. However, the World Bank's study 
on metropolitan management clearly shows a huge potential for Chinese 
cities to improve their land use efficiency [World Bank 2008). The current 
model of land supply for urban expansion in China is not sustainable. 
Although intensity has increased in Chinese cities over time, as measured 
by the gross floor area ratio (FAR), 3 there is considerable room for further 
increase because the gross FAR in major Chinese cities is lower than in 
urban centers like Seoul, Tokyo, and New York. Overly strict limits on FAR 
values in central urban areas force cities to accommodate the demand for 
space by spatial expansion, increasing both land consumption and average 
commuting times. For example, provincial data showed that the land 
demand for urban expansion in 2009 was around 50,000 hectares, but the 
construction land quota, allocated from the Ministry of Land and 
Resources to Guangdong, was only 12,000 hectares. There is a huge gap 
between the demand for and the supply of land. 

Urban spatial form is largely irreversible and has long-term conse- 
quences for economic, social, and environmental sustainability. Given the 
irreversibility of the built form of cities, it is important to incorporate effi- 
cient policies at the outset rather than rely on expensive retrofitting later 
(see box 5.3 on Atlanta, Georgia). Improving land use efficiency will 
directly affect motorization-related energy use and the volume of green- 
house gas emissions. Therefore, a higher degree of land use efficiency will 
both contribute to a better environment and mitigate the negative impact 
of global climate change. 
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Box 5.3 

The Case of Atlanta 

The built-up shape of cities is largely irreversible. A stark reminder of this fact is pro- 
vided by an analysis of Atlanta, Georgia, where the population density in the sub- 
urbs is too low to support public transit. It has been calculated that for the density 
to reach the threshold required, "the current built-up area would have to shrink by 
64 percent. [This would mean] about two-thirds of the existing real estate stock 
would have to be destroyed [and] two-thirds of the built-up area would have to 
revert to nature, and its population and jobs would have to be moved into the 
36 percent of the urban area which would remain." Clearly, this is not a feasible 
choice for a city that was suburbanized in the era of cheap energy and relative 
innocence about the dangers of global warming. Chinese cities have to make 
choices at the outset that will prove to be sustainable in the new environment. 

Source: Altaf and Shah 2009. 



Lessons from international experiences about metropolitan land man- 
agement can be summarized as follows: 

• Governments should always aim to enable good outcomes rather than 
prevent bad outcomes. Experience from both Seoul and Tokyo con- 
firms that placing physical barriers in the path of rapid economic 
growth is not effective. Market forces find a way of circumventing 
obstacles and physical barriers. Incentive- and market-based instru- 
ments work better in such environments. 

• It is better to organize and channel the major forces of change than to 
fight them. Suburbanization accompanied by motorization will prove a 
powerful impetus for a move away from the city. It is immensely impor- 
tant to direct and channel this force to prevent employment imbalances 
and to keep the resulting spatial form as efficient as possible. New towns 
uncoordinated with transport infrastructure can impose heavy economic 
and environmental costs (as reflected by the Atlanta case). 

• It is important to sequence transport infrastructure and housing. The 
building of new housing developments following public transit 
investments raises efficiency; new developments in advance of transit 
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investments cause residents to make alternative automobile-dependent 
transport arrangements that are difficult to give up. Subsequent 
investments in public transport often suffer from low ridership. 

• Finally, it is plain fact that there is no one optimal urban spatial form. 
The objective should not be to search for the optimal spatial form 
but to employ land use principles that would make alternative spatial 
forms as efficient as possible. Changes in technology communica- 
tions, and decentralization of work are too rapid to commit to any 
one particular spatial form in advance (see box 5.4 on smart growth). 
Residential patterns and choices are also specific to cultural practices 
and demographic specificities. 



Box 5.4 

Smart Growth 

According toWikipedia, urban sprawl refers to the spreading of a city and its sub- 
urbs over rural land at the fringe of an urban area, and the consequent creation of 
single-family homes and dependence on automobiles for commuting. There are 
increasing concerns over sprawling patterns characterized by low-density and 
leapfrogging urban land use development because of enormous impacts on the 
well-being of urban residents and the community in general. The substantial neg- 
ative consequences of urban sprawl include (1) environmental and public health 
impacts (including increasing dependence on automobiles, lack of transporta- 
tion choices in the sprawling community, rising energy consumption, increasing 
obesity, decreasing social capital, depletion of farmland and open space, and 
deterioration in land and water quality); (2) infrastructure cost impacts; (3) deteri- 
oration in tax bases for inner cities; and (4) neighborhood impacts (it is essential 
to have a successful balance of urban life by making workplace, retail, and restau- 
rant space accessible to daytime customers). 

In response to issues associated with urban sprawl, smart growth as a land use 
strategy was developed in the United States, primarily as part of an overall strategy 
on land use intervention and growth management to make urban development 
better. The "betterness" is measured in terms of the environment, land use, eco- 
nomic growth, fiscal development, and social concerns. 

(continued) 
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Box 5.4 (continued) 

Smart growth often focuses on the basic issues of location and design of 
development; transportation and land use integration; and development proce- 
dures. The following are 1 widely applied principles for smart growth promotion 
and implementation: 

• Mix land uses. 

• Take advantage of compact building design. 

• Create a range of housing opportunities and choices. 

• Create walkable neighborhoods. 

• Foster distinctive, attractive communities with a strong sense of place. 

• Preserve open space, farmland, natural beauty, and critical environmental areas. 

• Strengthen and direct development toward existing communities. 

• Provide a variety of transportation choices. 

• Make development decisions predictable, fair, and cost-effective. 

• Encourage community and stakeholder collaboration in development decisions. 

The idea of smart growth is relevant to cities in many countries. However, con- 
crete principles may not be universally viable. The overall effect of mixing land 
uses depends upon the cost-benefit ratio. Therefore, the applicability of mixed 
land uses, particularly in cities outside the United States, is an empirical question 
that should be carefully examined. 

Source: Ding Chengri (professor), University of Maryland and National Center for Smart Growth, personal 
communication. 



Therefore, it is recommended that the Guangdong provincial govern- 
ment be proactive in considering the alternative land uses possible and 
the policy choices that are open to it to ensure sustainable futures. This 
process needs to begin now because expansion of urban areas has been 
underway since the reforms of the early 1980s. These alternatives include 
adopting a regional perspective instead of a city-centric approach to lead 
to a more optimal use of land; introducing a more flexible system to trade 
the urban construction land quotas; prioritizing land conversion within 
growth boundaries and in strategic corridors to allow contiguous develop- 
ment to prevent urban fragmentation (for example, urban villages); cor- 
recting distortions in the pricing of land by introducing a more 
competitive market for land use rights; using the availability of infrastruc- 
ture to guide development in order to prevent the fragmentation of urban 
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space; encouraging local governments to use FAR regulations to channel 
growth to desired locations and enable the emergence of high-density 
nodes; and conducting a more detailed investigation of alternatives and 
options, since the uniqueness of the Guangdong context limits the appli- 
cability of global experience. 

Property taxation. An overreliance by local governments on revenues 
from land granting and land-related financing is a widespread phenome- 
non in China. Different studies consistently show that land transfer fees 
account for at least 30-50 percent of total subnational government rev- 
enues, particularly in coastal areas. Revenues from the land transfer fees 
have increased significantly in recent years. Data show that the total 
amount of land transfer fees was 590 billion yuan in 2004. It reached 
551 billion yuan in 2005, 700 billion yuan in 2006, and 1,200 billion 
yuan in 2007. A substantial amount of revenues is retained by local gov- 
ernments and is mainly used for financing infrastructure construction 
related to urban expansion. In addition, before 2007, revenues from land 
transfer fees were counted as off -budgetary revenue, whose use generally 
lacked transparency and accountability. A similar pattern has existed in 
Guangdong. In 2006, total revenue from land transfer fees was about 
68.5 billion yuan, and it increased to 107 billion yuan in 2007. Data pro- 
vided by local governments show that land transfer fees have generally 
accounted for a high percentage (around 40 percent) of local govern- 
ments' total revenues. Data also show that at least 70-80 percent of the 
revenues have been used for urban infrastructure construction and 
related activities. At the same time, there has been an increasing reliance 
on mortgage loans by local governments using requisitioned land as col- 
lateral through the vehicle of "land banks." 

Since land-related revenues account for a major part of local govern- 
ment revenue, it is not difficult to understand why local governments 
have a strong incentive to acquire more land. This strong incentive is rein- 
forced by a huge price difference between urban land and rural land. 
Empirical research by the University of Maryland on the Yangtze River 
Delta area (Lichtenberg and Ding 2009) has shown that the marginal 
value of land for urban areas is about 4 million yuan per hectare (in 
Shanghai it is 6.6 million yuan). However, in rural areas, the marginal 
value is only around 7,000 yuan. There is reason to believe that similar 
price differences have existed in many areas of Guangdong, particu- 
larly in the Pearl River Delta area. The current land administration sys- 
tem, characterized by a monopoly over the primary land market by the 
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governments at local levels, provides local governments with an easily 
used and effective tool to take more land. This practice underscores the 
incentives for local governments to pursue aggressively the requisitioning 
of rural land in a manner that is potentially risky, while contributing to 
potentially unsound forms of urban growth. 

Although the nature of the property market in China in recent years — 
dominated by the state's monopoly on land supply, the local govern- 
ment's access to development land at agriculture-related values, and the 
sustained buoyancy of the economy of China — has made this an area of 
relatively risk-free involvement for local government, it is nonetheless an 
area of speculative activity. The substantial risks taken by local govern- 
ments include that they are not in a position to determine final demand 
for land and that they are exposed to interest rate fluctuations, particu- 
larly given that the land banking sectors borrow substantially against the 
appraised "market value" of the land. The nature of the rules governing 
the property market massively distorts local government incentives, at 
both the institutional and the personal levels, encouraging the conversion 
of agricultural-collective land into urban-state land as swiftly as possible. 
The rate of growth of the urban areas in recent years and the rate of 
increase in investment in fixed assets both tend to confirm this. 

There are three major concerns — the potential volatility of local gov- 
ernment income from this area and its sustainability in the event of sig- 
nificant changes in the factors affecting market demand, the finite nature 
of the land resource for expansion, and interest rate fluctuations — that go 
significantly beyond local government in their potential implications. In 
addition, while it has been understood that, starting in 2007, land trans- 
fer revenues would be treated as normal budgetary income and, hence, be 
subject to auditing and monitoring, the result of enforcement of the new 
regulation has not been clear. In general, there has been less accountabil- 
ity and transparency in relation to the administration and expenditure of 
land transfer revenues. 

The general level of dependence of local government finances on prof- 
its resulting from trading in land, in large part through land banking oper- 
ations, is unsustainable and creates undesirable incentives that are resulting 
in extensive and inefficient use of land. In China, the taxes, charges, and 
fees on land and real estate are complex and are predominantly based 
either on transactions or on statutorily fixed, usually cost-based, assess- 
ments, and thus, they do not relate to current market values of assets. 
Therefore, they fail to provide the sound, asset-based tax source for local 
government revenue that is provided in many countries by market 
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value-based property taxes. It is understood that, in China, a large propor- 
tion of households do not pay any tax on the residential property that they 
occupy. 

Therefore, market value-based property taxes should be explored as a 
matter of urgency as an alternative source of local government finance. 
This would provide a long-term, sustainable substitute as receipts from 
land trading are reduced. Property taxation is well developed in devel- 
oped countries, and its revenues account for a major part of local govern- 
ment budget income [see box 5.5). 



Box 5.5 

Property Tax as Good Local Tax 

A good local tax has the following characteristics: 

• The tax should cover the cost of services financed by local governments. In 
other words, taxes should be the price local residents pay for services and goods 
received from local governments. 

• The tax should be levied on local residents and not be exportable to other 
jurisdictions. 

• The tax bases should be immobile so that tax policy has little impact on land 
use and economic development decisions. 

• The tax should represent a stable and sufficient revenue source for local 
government. 

• The tax should be administered easily and inexpensively. 

Property tax scores well in each of these respects. First, there is theoretical 
and empirical support for the view that the property tax is a benefit tax. Experts 
point out that both benefits from local public programs and their cost through 
property tax liabilities are capitalized into property values. Property values are 
composed of structural, location-related, and neighborhood variables, such as 
schools, roads, the crime rate, and so forth. 

Second, tax bases for property tax cannot be hidden, and local ownership can 
be easily identified. The physical aspects of property make tax evasion difficult, if 
not impossible. 

Third, the property tax can provide stable and sufficient revenue to local gov- 
ernment. Even though property taxes represent a small percentage of all taxes 
throughout the world, they play an important role in local public finance in many 

(continued) 
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Box 5.5 (continued) 

developed countries. For instance, in 1999, the share of property taxes among all 
taxes was 9.2 percent in the United States, 8.4 percent in the United Kingdom, 
8.3 percent in Canada, 5.7 percent in New Zealand, 4.4 percent in Australia, and 
4.2 percent in France. But the property taxes account for a high percentage of 
local government revenues. In 1997, it was 73 percent in the United States, 
99 percent in the United Kingdom, 84 percent in Canada, 91 percent in New 
Zealand, 100 percent in Australia, and 23 percent in France. Due to a relatively low 
elasticity and a positive correlation with GDP, property tax tends to be more sta- 
ble than other taxes, such as sales and income taxes. 

Finally, in many countries, property tax is administered and used by local gov- 
ernments. This promotes public influence over and participation in local public 
affairs. Perhaps for the majority of residents, their biggest asset is the value of 
their housing, which capitalizes property taxes and public expenditures. Resi- 
dents, therefore, have a strong incentive to protect their properties through 
involvement and participation in elections, public hearings, and expression of 
preferences and opinions to affect decisions about local programs and budget- 
ary choices. 

Source: World Bank and Development Research Center of the State Council 2006. 



It is recommended that the Guangdong provincial government design 
and implement a pilot to test the feasibility of introducing property tax. 

A computer-based, large-scale virtual pilot in many represented areas 
might be a good option. Using the results from the pilot, the government 
could make an informed decision on many aspects of this important 
topic, such as the timing for introducing the tax, the tax base, the tax rate, 
mass appraisal methods, and possible impacts on different social groups. 
Guangdong's successful virtual pilot on property taxation would certainly 
make a significant contribution to national policy development. 

Conclusions 

Guangdong's new endeavor for establishing a more equitable and healthy 
growth model calls for innovative land policy changes. This chapter, based 
on discussions with local government officials and findings from field vis- 
its in early November 2008, presents five key policy recommendations on 
land administration and management. These five policy recommendations 
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correspond to five major land-related challenges facing Guangdong's next 
round of development. In consideration of international experiences and 
Guangdong's stage of development, it is believed that now is a good time 
for Guangdong to tackle these challenges. Given Guangdong's status in the 
whole of China's economy, it is also believed that pursuing these innova- 
tive policy changes will generate national influence, which is Guangdong's 
responsibility. 

The major policy recommendations could be summarized as follows: 

• For strengthening of farmers' land tenure security, it is recommended 
that the Guangdong provincial government establish a plot-level rural 
land registration system and issue land use right certificates to all farm- 
ers within its jurisdiction who hold 30-year land rights. Establishing 
such a registration system is strongly supported by most recent policy 
changes, as reflected by the CPC's decision in mid-October 2008 and 
the No. 1 Document of 2009. 

• With respect to farmland protection, it is recommended that Guang- 
dong be innovative in piloting more effective ways to achieve the 
farmland protection objective. Farmland protection policy should 
introduce more economic incentives to maximize the overall eco- 
nomic value of land while maintaining a stable and functioning agri- 
cultural production base. Great efforts should also be made to improve 
the quality of existing farmland. 

• For addressing of land-related environmental concerns, it is recom- 
mended that the Guangdong provincial government conduct a pilot 
of the mechanism of transferrable development rights and expand it 
to the whole province once the pilot demonstrates success. TDRs will 
also be a useful tool for achieving farmland protection targets. 

• To improvement of land use efficiency in urban areas, it is recom- 
mended that the Guangdong provincial government be proactive in 
considering alternatives for land use and the policy alternatives that 
are politically available to ensure sustainable futures. Many alterna- 
tives could be considered, such as adopting a regional perspective 
instead of the city-centric approach to lead to a more optimal use of 
land; introducing a more flexible system to trade the urban construc- 
tion land quotas; correcting distortions in the pricing of land by intro- 
ducing a more competitive market for land use rights; and using the 
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availability of infrastructure to guide development to prevent the 
fragmentation of urban space. 

• There is an urgent need to explore the feasibility of introducing mar- 
ket value-based property taxes as an alternative source of local gov- 
ernment finance. It is recommended that the Guangdong provincial 
government design and implement pilots to test the feasibility of 
introducing property taxes. Computer-based, large-scale virtual pilots 
in selected areas could be a good option. 

Notes 

1 . Fifteen raw equals one hectare. 

2. This discussion of land use efficiency is heavily drawn from the China Urban 
Land Use report prepared by the World Bank (2008). 

3. The floor area ratio (FAR) is the ratio (or the limit imposed on such a ratio) 
of the total floor area of buildings on a certain location to the size of the land 
of that location. A limit of a FAR of 2.0 would mean that the total floor area 
constructed is not allowed to exceed two times the gross area of the plot. A 
FAR of 2.0 could be achieved in different ways, for example, by constructing 
two floors on the entire plot; four floors on half the plot; or eight floors on a 
quarter of the plot. 
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CHAPTER 6 

Spending for Compulsory 
Education in Guangdong 



Guangdong has made great strides in providing access to universal com- 
pulsory education. However, access to universal "quality" education is still 
by no means granted and is likely to be an important determinant of the 
broader disparities across areas and individuals in Guangdong. For exam- 
ple, while the access to and coverage of primary education has become 
increasingly homogeneous across urban and rural areas, coverage of jun- 
ior and senior secondary schooling is still significantly higher in the Pearl 
River Delta than in other areas, as are indicators that can proxy for the 
quality of the education received, such as teachers' qualifications and 
spending per student. Additionally, initial data suggest that migrant chil- 
dren do not have access to the same level and quality of education as 
nonmigrant children. 

Government policy aimed at narrowing the gap between urban and 
rural schools was implemented in 2001, namely the "two exemptions and 
one subsidy" policy. This effort was followed in 2005 by the gradual appli- 
cation of the free compulsory education (FCE) program, which followed 



This chapter was prepared by Emanuela Di Gropello. Support, advice, and comments were 
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Guangdong province for sharing updated education expenditure data on the province and 
counties. 
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the national scheme and pattern but was shared by provincial, city, and 
county governments. In 2005, the FCE program was piloted in 16 provin- 
cial poor counties; by fall 2006, all rural students were exempted from 
miscellaneous fees; by fall 2007, all rural students further benefited from 
free textbooks; and, finally, since spring 2008, all urban students have also 
been covered by the FCE program. The implementation of the FCE pro- 
gram aimed to promote the equalization of compulsory education in 
Guangdong. However, there has been no assessment or quantitative 
analysis to demonstrate to what extent the gaps among schools, urban- 
rural areas, counties, and regions — at least in education spending — have 
narrowed, or how to adjust the program to improve its impact and imple- 
mentation. 

In this context, this chapter focuses on providing a diagnostic of com- 
pulsory education (grades 1-9) in Guangdong and some initial evidence 
on how the new free compulsory education scheme has been imple- 
mented and is contributing to reducing gaps in the province. 

Four main gaps generally characterize compulsory education in lagging 
and rural areas around the world: an outcome gap (reflecting quality and 
coverage of education), a human resource gap (teacher numbers and 
qualifications), a spending gap, and a management gap. These gaps are 
deeply interrelated (see figure 6.1). According to many international 
studies, teachers are the most important supply-side determinant of com- 
pletion and learning outcomes of basic education students. While less 



Figure 6.1 The Four Gaps of Rural and Lagging Compulsory Education 
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directly correlated with basic education outcomes, financing is central to 
ensuring access to high-quality infrastructure, facilities, and teaching and 
learning materials, and can certainly help attract good teachers. Finally, 
effective management is essential to ensure efficient and equitable use of 
funds and human and physical resources. Unfortunately, rural and lagging 
areas are generally characterized by shortages of qualified teachers, lower 
spending per capita and per student, and lack of management skills, all of 
which together are detrimental to education performance. This chapter 
will attempt to document the extent of the compulsory education out- 
come and spending gaps in the province, showing when possible how 
they are interrelated. 

Key Outcome Gaps in Compulsory Education 

This section will examine what and where the key outcome gaps are in 
the province of Guangdong, as well as suggest better strategies to meas- 
ure them. 

While it has been ascertained that gaps in education outcomes exist in 
Guangdong, the defi nition of outcomes is fairly limited (gross enrollment 
and completion rates), totally dependent on the official statistics, largely 
based on regional differentiations, and inward-looking. We will therefore 
explore or recommend other outcome dimensions (such as net enroll- 
ment rates, dropout and survival rates, and test scores), recalculate the 
main outcomes using other data sources (urban and rural household sur- 
vey data), look at the distribution of outcomes over different equity 
dimensions (urban-rural, poverty levels), and undertake some minimal 
international benchmarking, to reach a better diagnosis of the outcome 
gap in Guangdong. 

Enrollment and Internal Efficiency Indicators Based on 
Administrative Data 

This section explores enrollment and internal efficiency indicators using 
administrative data. The next one will turn to more comprehensive indi- 
cators using survey data. 

Administrative data show high enrollment and completion rates in pri- 
mary, less so in junior secondary. Current administrative statistics of the 
Ministry of Education (see tables 6.1 and 6.2 and figure 6.2) point to 
high and generally constant gross enrollment rates and net enrollment 
rates in primary education in Guangdong, and, using similar statistics to 
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Table 6.1 Gross and Net Enrollment Rates in Primary and Junior Secondary 
Education, Administrative Data 
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Table 6.2 Internal Efficiency Indicators, Administrative Data 






10,000 persons 












Indicators 


1995 


2000 


2004 


2005 


2006 


Number of primary graduates 












(of whatever age) 


121.6 


148.5 


162.9 


167.4 


175.5 


Number of new enrollees in 












primary (of whatever age) 


151.6 


155.7 


168.5 


164.2 


155.6 


Number of students entering 












junior secondary (of whatever age) 


121.6 


142.8 


158.6 


162.7 


170.7 


"Proxy" gross primary survival rate 




98.0 




107.5 




Transition rate to junior 












secondary — same-year basis 


100.0 


96.2 


97.4 


97.2 


97.3 


Transition rate to junior 












secondary — two-year basis 








99.9 


101.9 



Sources: Guangdong Bureau of Statistics 2008; author's elaborations. 
Note: — - not available. 



calculate some internal efficiency indicators — such as survival and transi- 
tion rates — also point to high primary completion rates and transition to 
junior secondary. This is also confirmed by high and homogeneous enroll- 
ment and transition data at the city area level (table 6 A. 1 . 1 in annex 6.1). 
Data at the junior secondary level, however, show an estimated lower 
gross enrollment rate in junior secondary education — about 80 percent 
(unfortunately, available data do not allow us to capture time trends and 
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Figure 6.2 Gross and Net Enrollment Rates in Primary Education, 1 995-2006 
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Source: Guangdong Bureau of Statistics, various years. 

the net enrollment rate in lower secondary) and lower and more hetero- 
geneous rates of junior secondary to primary graduates across areas — 
from about 70 percent to 90 percent (table 6A.1.1), which point to 
lesser coverage and higher dropout rates in junior secondary. 

Diagnostic of Educational Attainment Gaps in Guangdong 
Based on Survey Data 

This diagnostic is constrained by the lack of comprehensive data on jun- 
ior secondary education, on quality dimensions at all levels, and on per- 
formance by key groups (urban and rural populations, wealthy and 
poor, nonmigrant and migrant, male and female). While there is scope 
to improve data collection and the elaboration and use of indicators 
using administrative school-based data along the lines indicated above, 
household survey data can also help provide a very useful complemen- 
tary source of information to (a) double-check some of the information 
(by comparing schools and household-generated data), (b) support more 
complete (along more varied dimensions, such as household income 
quintiles) and reliable (by being household based and therefore taking 
care of migration flows) equity diagnostics, and (c) calculate stock indi- 
cators on different age cohorts that provide useful longer-term measures 
of the evolution of education systems. Below are the key findings of the 
survey analysis. 
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Access to junior secondary education has improved across generations. 
Recent data from the urban and rural household surveys of Guangdong 
allow us to undertake an interesting diagnostic of the status of and evolution 
and gaps in educational attainment in the province. All data are shown in 
tables 6A.1.2, 6A.1.3, and 6A.1.4 in annex 6.1. Clearly, access to compul- 
sory education has improved across generations, with about 91 percent of 
the 25-35 age cohort attaining at least junior secondary education, versus 
only about 80 percent for the 25-55 age cohort (figure 6.3). More people 
are also getting access to postsecondary and tertiary education. While about 
9 percent of the 25-35 age cohort still has primary or less, this ratio has also 
been further reduced in the current school-age population (ages 15-20). 

However, when looking more deeply at educational attainment in the 
25-35 age range by urban and rural areas, income quintiles, and geographic 
areas, we see a more worrisome picture, where gaps in performance become 
very evident. While almost 100 percent of young adults of urban areas 
have attained at least junior secondary education, this ratio falls to about 
87 percent in rural areas — with therefore about 13 percent of young 
adults with primary or less (figure 6.5). This ratio has, however, been 
decreasing in the 1 5-20 age range in rural areas to about 7 percent. The 
country is therefore on the right track to ensure universal primary in rural 
areas as well, although continued effort is needed. Compared to some 
other countries in Asia and Latin America, Guangdong's inequities 
between urban and rural areas in attaining lower secondary education are 
moderate (figure 6.4). It is, however, particularly noticeable that while 
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Figure 6.5 Educational Attainment for 25-35 Age Cohort in Urban and 
Rural Areas, 2007 
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rural populations in Guangdong hardly go above junior secondary (either 
because they do not complete the cycle or because they drop out in the 
transition to senior secondary), about 85 percent of urban populations 
reach at least senior secondary. This implies very strong inequities in com- 
pletion of junior secondary or transition to senior secondary and above 
(above what is seen in some other countries, although the data may not 
be strictly comparable given the different length of secondary cycles; see 
figure 6.4), which need to be urgently addressed. 

Gaps are great among income quintiles and even more so across urban- 
rural areas. Similarly, there are also significant inequities across income 
quintiles in Guangdong, with about 77 percent of the 25-35 age cohort 
reaching at least senior secondary education in the upper quintiles versus 
only about half that reaching senior secondary in the lowest quintile (fig- 
ure 6.6). Looking at performance by income quintile within urban and 
rural areas, we clearly see that the socioeconomic dimension is important 
and needs to be taken quite seriously into account, although urban-rural 
inequities appear to be even greater, as illustrated by the fact that the 
upper quintile in rural areas performs much less well than the lowest 
quintile in urban areas (figure 6.7). A similar pattern can also be seen for 
indicators of spending per student. 

Gaps are also significant between the "top" areas of the Pearl River Delta 
(PRD) and the rest. Another dimension of inequity that comes out clearly 
from the survey data is the geographic one (table 6A.1.4 and figure 6.8). 
When we rank city areas by GDP per capita, we see clearly that educational 
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Figure 6.6 Educational Attainment for 25-35 Age Cohort by Income Quintile, 
2007 



60 
50 
„ 40 



a 30 



20 
10 




Q1 




quintile 



■ none 


■ primary 


□ junior secondary 


□ senior secondary 


technical 


university 



Source: Guangdong Bureau of Statistics 2007. 

Figure 6.7 Educational Attainment for 25-35 Age Cohort by Urban and Rural 
Areas and Income Quintile, 2007 
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attainment is higher in the wealthier areas of Guangdong than in the 
other areas. Interestingly, the difference is really between the "top" five or 
six areas of the PRD and the rest, with income not necessarily being a deter- 
minant of performance below a certain threshold (in fact, the very poor 
Meizhou is doing better than the less poor Maoming). It is important to 
note that, by measuring educational attainment at the household level, the 
survey allows us to adjust for biases in the school data that may result from 
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Figure 6.8 Educational Attainment across Selected City Areas Ranked by GDP Per 
Capita, 2007 
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student movements in and out of a certain area — which explains why the 
survey data provide a different, more regressive, picture than the adminis- 
trative data (compare tables 6A.1.1 and 6A.1.4). Finally, within city areas, 
the gap between urban and rural areas remains evident (figure 6.9). 

Although not reported here, survey data also show gender inequities, 
with males performing better than females in the province. 

A limitation of the Guangdong surveys is that they cannot properly 
account for household registration status in urban areas and therefore 
cannot be used to differentiate between the educational performance of 
migrants and nonmigrants, which is bound to be quite different, as shown 
by some administrative data on migrant workers indicating that only 
about 20 percent of them had reached at least senior secondary in 2006. 

While helping provide more comprehensive diagnostics, Guangdong house- 
hold surveys are missing some important variables on education. Other 
important limitations of Guangdong surveys for the education sector con- 
cern the lack of information on students currently enrolled in school — 
completely in the case of the urban survey, which does not even ask if 
children and youth are currently attending a school, and partially in the 
case of the rural survey, which asks about current attendance but does not 
allow for differentiation by attendance or enrollment by grade. This con- 
strains the generation of enrollment, attendance, dropout, and survival 
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Figure 6.9 Educational Attainment for Two City Areas and across Urban-Rural 
Areas, 2007 
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rates — so-called flow indicators — which would be useful to document the 
current school situation and to double-check some of the administrative or 
school-based data. The only information we were able to produce was esti- 
mated gross and net enrollment rates in primary and junior secondary edu- 
cation in rural areas, which are shown in figure 6.18 later in the chapter to 
illustrate the initial effects of the new rural compulsory education policy. 

Educational Quality: The Missing Element 

This last section reviews evidence on measures of educational quality in 
Guangdong, pointing to the lack of data on learning outcomes and the 
need for complementary quality measures. 

Comparable measures of learning outcomes are not available. Beyond 
measures of educational attainment and coverage, it is very important also 
to have available measures of educational quality, since providing expanded 
opportunities for school enrollment and attendance is not necessarily syn- 
onymous with providing a high-quality educational experience. In other 
words, children may attend school but still learn little. Unfortunately, we 
have no data on learning outcomes for Guangdong, because of both the 
lack of standardized learning assessments at the national, provincial, and 
local levels in China and the lack of collection of existing — although not 
standardized — testing results. In this context, we can only recommend 
developing such measures as a next step to complete the education diag- 
nostic of Guangdong. Beyond national testing, Guangdong should also 
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consider participating in international assessments of learning outcomes, 
such as Trends in International Mathematics and Science Study (TIMSS) 
and Programme for International Student Assessment (PISA), which would 
provide useful international benchmarking. 

Only "proxies" for educational quality are available. There are also a cou- 
ple of other ways we can get around this constraint. One is by acknowl- 
edging that, to a significant extent, grade attained and cycle completed will 
also reflect educational quality, as it is more likely that children and youth 
will drop out from a poor than a good school (and there is very significant 
evidence of that all around the world). Another one is by reviewing proxy 
intermediate indicators of quality — such as measures of teacher quality, 
availability of teaching-learning materials, and quality of the school infra- 
structure and facilities — or somewhat broader indicators of quality (noted 
earlier), such as measures of spending per student and management capac- 
ity of the system. We will focus below on educational spending levels, as 
well as their sources of funding and uses in Guangdong — with a particular 
focus on spending gaps — to help complete a quality and quantity diagnos- 
tic of the province. Issues of teacher quality and management are beyond 
the scope of this chapter. 

Spending Gaps in Compulsory Education and the 
New Free Compulsory Education Scheme 

This section will look at trends, sources, and patterns of compulsory educa- 
tion expenditure in Guangdong province, with particular focus on spending 
gaps and the effects of the new FCE scheme. 

Trends, Sources, and Patterns of Compulsory Expenditure on 
Education in Guangdong 

This section reviews trends, sources, and patterns of compulsory expendi- 
ture on education in Guangdong to set the stage for the analysis of the 
FCE scheme. The following findings stand out. 

Both total and public education expenditure grew in terms of GDP from 
2004 to 2007 and, at the same time, public compulsory education grew as 
well, as indicated by an increasing share of compulsory education in total 
public education expenditure over the same period (table 6.3). This was 
likely the result of renewed emphasis on public compulsory education 
under the new FCE scheme. 

Expenditure on education per student also increased from 2004 to 2007 
(also adjusting for inflation). This renewed emphasis on compulsory 
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Table 6.3 Education Expenditure Indicators in Guangdong Province, 2004 and 2007 





2004 


2007 


Education expenditure indicators 


(%) 


(%) 


Total education expenditure/GDP 


2.9 


3.1 


Public education expenditure/GDP a 


1.8 


2.0 


Share of compulsory education/total education expenditure 


52.9 


47.0 


Share of compulsory education/public education expenditure 3 


57.4 


60.4 



Sources: Guangdong Bureau of Statistics 2008; Guangdong Education Finance Bureau 2004-07; author's 
elaborations. 

a. Only financed by public sources. 



education can be seen even more clearly from the fact that total expendi- 
ture on primary education per student increased by about 25 percent from 
2004 to 2007, and expenditure on junior secondary education per student 
increased by about 30 percent over the same period (see tables 6.4 and 6.5) . 

Expenditure composition has shifted toward a higher share going to salaries 
and a lower share to capital expenditure. While primary and junior second- 
ary education expenditures per student have increased, their composition 
across expenditure categories has also changed somewhat, toward a higher 
share of funds spent on salaries and welfare and a correspondingly lower 
share spent on equipment and capital investment. Overall, therefore, it is 
mostly salary-related spending that has increased, representing close to 
70 percent of overall spending on primary and 60 percent on junior sec- 
ondary. Although it may be a bit of a concern that capital expenditure has 
decreased in both absolute and relative terms for both education levels, the 
balance between salary and nonsalary recurrent costs (about 65-70 per- 
cent of salaries and 25-30 percent of nonsalary) remained rather favorable 
compared to most other countries. 

Expenditure sources have consisted of a higher share of public revenues 
and very significantly decreasing miscellaneous fees. Turning to the sources 
of this expenditure, the highest financing share has come from public rev- 
enues (about 82-85 percent, counting regular operational and budgetary 
revenues, the education appendix, and capital revenues), with the 
remaining 15-18 percent financed with private funds (fees, donations, 
and so forth) (tables 6.6 and 6.7). In line with the new FCE scheme (see 
below), the amount and share of miscellaneous fees have very signifi- 
cantly decreased since 2004 at both education levels, compensated by a 
significant increase in public budgetary revenues and, to some extent, 
other school-raised private funds. This changing composition is also illus- 
trated in figures 6.10 and 6.11. 
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Table 6.4 Primary Education Expenditure Trends and Uses 

yuan 



Expenditure ond 
uses of funds 


2004 




2004 
(2007 yuan) 


2007 




Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


I U Id I Ul 1 1 [ IGH y 














education expenditure 


2,1 15 


100.0 


2,284 


100.0 


2,854 


100.0 


Operational expenditure 


1,971 


93.2 


2,129 


93.2 


2,799 


98.1 


Salaries and welfare 














expenses 


1,252 


59.2 


1,352 


59.2 


1,936 


67.8 


Basic salaries 


478 


22.6 


516 


22.6 


671 


23.5 


Other 3 


774 


36.6 


836 


36.6 


1,265 


44.3 


O&M 


611 


28.9 


660 


28.9 


786 


27.5 


Equipment 


108 


5,1 


117 


5.1 


77 


2.7 


Capital expenditure 


144 


6,8 


156 


6,8 


55 


1.9 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations, 
a. Includes subsidy, social security, other salaries, and employee welfare. 



Table 6.5 Junior Secondary Education Expenditure Trends and Uses 

yuan 



2004 

2004 (2007 yuan) 2007 



Expenditure 
and uses of funds 


Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


Total junior secondary 














education expenditure 


2,836 


100 


3,063 


100.0 


3,985 


100.0 


Operational expenditure 


2,614 


92.2 


2,823 


92.2 


3,856 


96.8 


Salaries and welfare 














expenses 


1,514 


53.4 


1,635 


53.4 


2,388 


59.9 


Basic salaries 


629 


22.2 


679 


22.2 


836 


21.0 


Other 3 


885 


31.2 


956 


31.2 


1,552 


38.9 


O&M 


934 


32.9 


1,009 


32.9 


1,338 


33.6 


Equipment 


1 66 


5.9 


179 


5.9 


130 


3.3 


Capital expenditure 


222 


7.8 


240 


7,8 


129 


3.2 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations, 
a. Includes subsidy, social security, other salaries, and employee welfare. 



In spite of these generally positive changes, Guangdong still spends little on 
education. These are positive changes, which indicate increasing priority 
given to the public financing of education in the province; but, as we will 
see below, these efforts may still be insufficient to address fully the 
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Table 6.6 Primary Education Expenditure Sources 

yuan 



Fynpnriiti irp 

and sources of funds 


2004 


2004 
(2007 yuan) 


2007 




Dor 

rer 
student 


% 


Dor 

ret 
student 


% 


Per 
student 


% 


Total primary education 














expenditure 


2,1 15 


100.0 


2,284 


100.0 


2,854 


100.0 


Total primary education 














revenue 


2,152 


100.0 


2,324 


100.0 


2,918 


100.0 


Type of revenue 














In budget 3 


1,334 


62.0 


1,441 


62.0 


2,303 


78.9 


Education appendix b 


105 


4.9 


113 


4,9 


137 


4.7 


Tuition and miscellaneous fees 


424 


19.7 


458 


19.7 


162 


5.6 


Capital revenues 


119 


5.5 


129 


5.5 


44 


1.5 


Other c 


170 


7.9 


184 


7,9 


272 


9.3 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 

a. Includes mostly fund allocation on operating expenses. 

b. Includes urban, rural, and local appendix. 

c. Includes mostly other school income and donations. 



Table 6.7 Junior Secondary Education Expenditure Sources 

yuan 



2004 

2004 (2007 yuan) 2007 



Expenditure 

and sources of funds 


Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


Total junior secondary 














education expenditure 


2,836 


100.0 


3,063 


100.0 


3,985 


100.0 


Total junior secondary 














education revenue 


2,891 


100.0 


3,122 


100.0 


4,051 


100.0 


Type of revenue 














In budget 3 


1,705 


59.0 


1,841 


59.0 


3,012 


74.4 


Education appendix b 


158 


5.5 


171 


5.5 


193 


4.8 


Tuition and 














miscellaneous fees 


594 


20.5 


641 


20.5 


254 


6.3 


Capital revenues 


163 


5.6 


176 


5.6 


110 


2.7 


Other c 


271 


9.4 


293 


9.4 


482 


11.9 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 

a. Includes mostly fund allocation on operating expenses. 

b. Includes urban, rural, and local appendix, 

c. Includes mostly other school income and donations. 
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Figure 6.1 Primary Education Expenditure Sources, 2004 and 2007 
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year 



■ other private funds 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6.6 in this chapter. 



Figure 6.1 1 Junior Secondary Education Expenditure Sources, 2004 and 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6.7 in this chapter. 
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rural-low income compulsory education gap in Guangdong. It is also very 
noticeable that, if Guangdong were a country and compared with other 
countries in Asia and Latin America — with just 1 .8 percent of GDP spent 
on public education and 7.3 percent of GDP per capita spent on public 
primary education — it would rank very poorly (figure 6.12). The modest 
increases experienced between 2004 and 2007 would not significantly 
change this ranking. 

The New Free Compulsory Education Scheme in Guangdong 

Guangdong has been putting much emphasis on compulsory education 
spending through its new FCE reform, whose main aim, in line with 
broader Chinese policies, is to reduce the financial burden of compulsory 
education on rural families and improve access to and completion of 
compulsory education in these same areas. We review below the broader 
Chinese context and the policy in Guangdong. 

The China context. This section briefly reviews the context of rural com- 
pulsory education reforms in China to set the stage for the analysis of the 
FCE scheme in Guangdong. 

After a decade of growing inequities, the central government began in the 
mid- to late 1990s to address concerns over inequities, particularly those 



Figure 6.1 2 Public Education Expenditure Indicators in Guangdong Province and 
a Sample of Countries, 2004 
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and 6.5 in this chapter. 
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between rural and urban areas. Financial subsidies to local governments 
earmarked for the development of basic education in poor areas increased 
gradually. Though ad hoc in usage and small in scale, these categorical 
grants for basic education represented the first attempt by the govern- 
ment to use intergovernmental grants in the financing of education. 
Programs targeting poor regions and needy students focused largely on 
access. Between 1995 and 2005, the central government gave more than 
38 billion yuan (in grants and matching funds) to poor counties for school 
reconstruction and other programs to improve enrollment. In 2004, the 
central government also started to offer targeted subsidies for needy stu- 
dents, covering mainly school fees for textbooks. Currently, 10 billion 
yuan have been earmarked for construction of boarding schools in areas 
with adverse geographic conditions, mainly targeting 372 western coun- 
ties without universal nine-year compulsory education (as of 2003) and 
some minority districts in central China. 

The Eleventh Plan Period of 2006-10 involved major increases in intergov- 
ernmental grants to support basic education (the FCE scheme). Totaling 218 
billion yuan from central and local government levels, the new funding 
would provide for exemptions from school fees, textbooks for children 
from poor backgrounds, and living subsidies for boarding students; sup- 
port essential nonpersonnel spending and school maintenance and recon- 
struction; and contribute to the payment of teachers' salaries in poor 
counties. Funding for miscellaneous fees would be shared proportionally 
by the central and local governments (proportion of 8 to 2 in the western 
region and 6 to 4 in the central region) . Funds for free textbooks would 
be totally provided by the central government in the central and western 
regions. Subsidies for living costs of boarding students would be financed 
by local governments. Funds for school maintenance and reconstruction 
would be jointly financed by the central government and the local gov- 
ernments in the proportion of 5 to 5, and funds for teacher salaries would 
be largely financed by the central government. Finally, the new reform 
promoted by the plan would also aim at establishing a basic per-student 
expenditure standard in rural compulsory education (according to calcu- 
lations, the base amount would be 300 yuan for primary students and 500 
yuan for junior secondary students), as well as leading the provinces to set 
their own base standards. This new FCE reform is an extension of the 
2004 "two exemptions and one subsidy" policy, with substantially 
increased amounts from the central government for miscellaneous fees 
(previously only covered by the local governments), adding a new, longer- 
term mechanism for school maintenance and reconstruction (with 
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increased central government funds, although now at a proportion of 5 to 
5 with local governments) and the consolidation of transfers for teacher 
salaries in poor counties. 

The Two Exemptions, One Subsidy (TEOS) and the new FCE scheme in 
Guangdong. As a wealthy eastern province, Guangdong did not qualify 
for participation in this new scheme. However, the Guangdong govern- 
ment has been active in promoting different policies to support rural 
compulsory education in line with the central policy. In 2001, the govern- 
ment introduced the "two exemptions and one subsidy" policy aimed at 
reducing miscellaneous fees, granting textbook exemptions, and providing 
subsidies for needy students in financial difficulty. 

This effort was followed in 2005 by the gradual application of the FCE 
program, following the national scheme and pattern but shared by provin- 
cial, city, and county governments. In 2005, the FCE program was piloted 
in 16 poor provincial counties. By fall 2006, all rural students were 
exempted from miscellaneous fees, and the subsidy in replacement of 
the miscellaneous fees was fixed at 288 yuan per student for primary and 
408 yuan per student for junior secondary. By fall 2007, all rural students 
further benefited from free textbooks, extending drastically the coverage 
of the program at a standard yearly rate of 100 yuan per student for pri- 
mary and 180 yuan per student for junior secondary. Subsidies for board- 
ers and other needy students from rural families with net per capita 
income below 1,500 yuan would continue to be granted — at a rate of 
200 yuan per student, slightly increased from the fall of 2007. Finally, 
some transfer payments to underdeveloped counties would also help 
ensure that rural school teachers would be paid at least as much as other 
local civil servants and receive their salaries in full and on time. With 
respect to maintenance, after very significant ad hoc efforts to refurbish 
the most dilapidated buildings in the west and east wings and mountain- 
ous region counties in 2007, it was decided that a long-term mainte- 
nance scheme would be introduced in 2008. Finally, all urban students 
would also be covered by the FCE program by spring 2008. 1 

Provincial financing of the subsidy in replacement of miscellaneous fees 
was set at four different levels (100 percent, 80 percent, 40 percent, and 
10 percent), with gaps to be filled by the county or city — depending on 
the county or district or city fiscal capacity, location, and income, and the 
city or county nature. Specifically, the 1 6 poorest counties would be sub- 
sidized at 100 percent by the province; the 53 counties in the west and 
east rings and the northern mountainous areas would be subsidized by the 
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province at 80 percent and all remaining areas of these regions at 40 per- 
cent; and the 7 cities of the PRD would only be subsidized at 10 percent. 
All subsidies for textbooks and needy students would be financed with 
provincial revenues (except for textbooks in the Pearl River Delta). As far 
as maintenance is concerned, the long-term maintenance mechanism 
would be seen as a shared scheme between the province and the county 
or district (applying a 50-50 share), with a standard of 30 yuan per student 
in primary education and 50 yuan per student in junior secondary educa- 
tion (scheduled to increase by 10 yuan per student each year), while all 
2007 maintenance effort was financed out of provincial revenues. 

Initial achievements. The new FCE scheme has already had some signif- 
icant achievements, but a more comprehensive assessment is needed. 

According to the recent government report on the implementation status of the 
new scheme, three main outstanding achievements have been made since the 
implementation of the new scheme. First, coverage of the rural areas has been 
expanded. According to statistics, by the end of 2007 the new scheme cov- 
ered 22,733 rural schools, including 19,335 primary schools and 3,398 jun- 
ior secondary schools, and benefited 10.25 million rural students and 1.03 
million rural students from poor families with allowance subsidies. Second, 
the burden on farmers has been alleviated. In 2007, the scheme translated 
into a reduction of nearly 2.4 billion yuan in the farmer's burden. And third, 
a reduction has occurred in the dropout rate in rural primary and junior sec- 
ondary education. Apparently, about 110,000 primary education students 
and 20,000 junior secondary education students returned to school. 

The effects of the new scheme need to be broadly assessed, looking at several 
dimensions. While it is very relevant to look at these dimensions when 
assessing the effects of the new scheme, and there are strong grounds for 
concluding that at least the first two beneficial effects of the reform have 
taken place and some grounds to believe that the third one has happened 
at least partially, a more complete assessment is needed. This assessment 
should aim to measure the implications of the new scheme on the size, 
source, and composition of spending per student in compulsory education 
across urban and rural areas and counties of different socioeconomic level 
in the province to assess the potential for closing gaps in education com- 
pletion and quality across areas, and the sustainability of that effort, 
beyond the effects of the scheme on access and fees paid by the families. 
This is all the more important as access to compulsory education is not the 
first challenge anymore. We would also like to start assessing the effects of 
the scheme on some other intermediate indicators of education quality. 
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Evaluating the Effects of the FCE Scheme in Guangdong 
on the Urban-Rural Gap 

This section provides a more comprehensive assessment of the FCE 
scheme in Guangdong, with focus on urban-rural spending and enroll- 
ment gaps and the effects of the new scheme. 

Urban-rural spending gap. As a first exercise, our data allowed us to dif- 
ferentiate information by urban and rural areas within the province for 
compulsory education, so we could compute expenditure trends, sources, 
and patterns across these two areas. Results are reported in tables 
6A.2.5-6A.2.8 in annex 6.2. There are several key findings that stand out 
from the analysis. 

First, primary and junior secondary education spending per student has 
increased in both areas over 2004-07, and miscellaneous fees have been effec- 
tively discontinued in rural areas (see tables 6A.2.7 and 6A.2.8 and figures 
6.13 and 6.14). This is an important achievement, which also confirms the 
decreased burden on rural areas and farmers mentioned above. By 2007, 
all rural compulsory education students were exempted from paying any 



Figure 6.1 3 Primary Education Spending and Revenue Per Student across Rural 
and Urban Areas in Guangdong Province, 2004 and 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.7 in this chapter. 
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Figure 6.1 4 Junior Secondary Education Spending and Revenue Per Student 
across Rural and Urban Areas in Guangdong, 2004 and 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.8 in this chapter. 



miscellaneous fees, and this was granted while maintaining a positive rate 
of increase in rural spending per student. The rural household survey data 
confirm that this exemption (together with the exemption on textbooks 
that we will review below) brought about a significant decrease in private 
expenditure on education for the average rural household, from about 
1,900 yuan per household to about 1,280 yuan per household — although 
some care needs to be taken in interpreting these data, since they refer to 
spending on education as a whole. 

Second, however, and on a less positive note, spending has increased pro- 
portionally more in urban areas over the same time period (see tables 6A.2.5 
and 6A.2.6 and figures 6.13 and 6.14). As a result, the urban-rural gap in 
primary education spending, which was already fairly pronounced in 
2004 (with spending per student in urban areas about double that in rural 
areas), has increased, with urban areas spending now more than double 
the rural ones; and the urban-rural gap in lower secondary education has 
increased significantly, with urban areas also spending more than double 
the rural areas per student, while they were spending only about one- 
third more in 2004. 

While spending per student has therefore increased in rural areas from 
2004 to 2007 — which is a positive trend — it is nonetheless worrisome that 
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the gap with urban areas has increased. Some tentative explanations for 
the increasing gap can be advanced. As a matter of comparison, why was 
rural primary education spending per student in Gansu province (a poor 
province) about 65 percent of rural primary education spending per stu- 
dent in Guangdong, while urban primary education spending per student 
was only about 38 percent of urban spending in Guangdong (compare 
figures 6.13 and 6.15)? What factors could be behind the increasing gap 
in Guangdong? When we look at expenditure sources (tables 6A.2.7 and 
6A.2.8 and figures 6.13 and 6.14), we see that although regular budget- 
ary revenues have increased significantly everywhere, they have increased 
more in urban areas. This trend, combined with the continuity of fees in 
urban areas and discontinuity in rural areas, can explain the increasing 
gap, suggesting two possible explanations. 

A first explanation is that the new FCE scheme, with or without any 
additional regular budgetary revenues raised at whatever level, has man- 
aged to compensate rural areas for the loss of fees; however, independ- 
ently of the new FCE scheme, regular budgetary revenues have increased 
faster for urban areas — although fees are still there — reducing the benefi- 
cial effects on overall equity. This could point to the small relative impor- 
tance (or magnitude) of the FCE scheme, with limited redistributive 

Figure 6.1 5 Primary Education Revenue Per Student across Rural and Urban Areas 
in Gansu Province, 2006 
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effect because of its mere relative size. A second possibility is that while 
a portion of the FCE transfers in substitution of fees manages to compen- 
sate, probably in combination with other additional regular budgetary 
revenues, for lost fees in rural areas, another portion of the FCE transfers 
has, in fact, benefited the urban areas of counties and districts, contribut- 
ing to an increase in their budgetary revenues, and not only the rural areas 
that they should have more logically benefited. This would point, rather, 
to issues in the implementation of the new scheme, which ends up ben- 
efiting the urban areas too much. 

There is a large and increasing gap in teachers' salaries per student between 
urban and rural areas. Finally, while spending per student has increased 
more in urban than in rural areas, expenditure composition has varied in a 
similar way across areas, with a similarly increasing share of salary-related 
expenditure in both areas — from about 60 percent to 68 percent in pri- 
mary and 53 percent to 60 percent in junior secondary [see tables 6A.2.5 
and 6A.2.6) — indicating similar spending priorities in both areas. However, 
when looking at average salaries per student in primary, we still see a very 
important and increasing gap across urban and rural areas — in particular 
for nonbasic salary components such as social security and other 
allowances — which points to the persistent and increasing gap in teachers' 
remuneration and benefits across urban and rural areas (figure 6.16; the 
trend is similar for junior secondary) . While transfers and local efforts may 
have kept relative priority on teacher salary in rural areas, the reduction of 



Figure 6.1 6 Teachers' Salaries Per Student in Primary Education in Urban and 
Rural Areas, 2004 and 2007 
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school fees, often used for additional teacher compensation, still may have 
had detrimental effects on teachers' benefits in rural areas. Overall average 
teacher salary in rural areas was falling below 50 percent of the average 
teacher salary in urban areas in 2007 (from a ratio of 53 percent in 2004) . 

Urban-rural enrollment gap. This section reviews evidence on urban- 
rural enrollment gaps. The following findings stand out. 

Rural enrollment in junior secondary has been increasing. It is difficult 
to disentangle the different explanations that could be behind the 
increasing gap in Guangdong at this stage, but a more detailed analysis 
of the new scheme and of a few county cases will help cast some light 
on these issues. The ongoing movement of school consolidation in com- 
pulsory education may explain the relative concentration of resources in 
urban areas, but the data show that schools are becoming larger in both 
urban and rural areas, without any clearly apparent school reduction in 
rural areas. An important factor that more clearly contributed to some of 
the gap in spending per student in junior secondary education was the 
increase in rural enrollment at that level, by about 50 percent between 
2004 and 2006 (see figure 6.17). 

This is a positive result that, however, has still not been translated into an 
increase in the gross enrollment rate at that level — at least not according to 
the rural household survey. While, as expected, rural gross enrollment 
rates in primary have been high, they have decreased very significantly in 
junior secondary, where they have been well below the provincial average 
(although the sources of data are different) and have remained stable 



Figure 6.1 7 Rural Enrollment Share in Compulsory Education, 2004 and 2007 
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from 2005 to 2007. In combination with the fact that access to junior sec- 
ondary has continued to increase in rural areas, this suggests that perma- 
nency is the real problem now, and that more will need to be done to 
keep children in the cycle once they are in. On the other hand, increased 
enrollment in rural areas also puts downward pressure on spending per 
student (for the non-student-based items), explaining at least part of the 
increasing spending gap. 

Probably as a product of already high enrollment rates, rural enroll- 
ment remained stable in primary education, both in dynamic terms and 
total enrollment share (see figure 6.17). Nonetheless, primary gross 
enrollment rates increased very slightly over 2005-07 (although they 
decreased a bit in net terms; figure 6.18), probably because of decreased 
school-age population and some new students due to the new rural 
compulsory education scheme. It is important to point out that internal 
efficiency still seems to be a problem in rural primary education, judg- 
ing from the difference between the gross and net enrollment rates — 
which may suggest late entrance, dropouts and returns, and so forth. This 
is a serious issue because it leads to higher dropout rates in junior sec- 
ondary because of overage, and, in fact, similar gross and net enrollment 
rates in junior secondary illustrate this point. 

Effects of the FCE scheme. We report in tables 6A.2.9 and 6A.2.10 the 
latest available information on the application of the TEOS and the new 
FCE schemes in 2006 and 2007 in the overall Guangdong province to 
derive insights into how the policy was applied and what its effects were. 



Figure 6.1 8 Gross and Net Enrollment Rates in Rural Areas, 2005 and 2007 
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Note that in these tables all subsidies have been recalculated per student 
or rural student to be able to compare actual amounts on a same denom- 
inator, which would take into account both yearly and semester standards 
and student coverage. Several findings stand out from an analysis of the 
new policies since 2006. 

Subsidies in replacement of miscellaneous fees and other subsidies have 
been increasing. The extension of the new scheme to all rural students in 
the fall of 2006 brought a massive increase in the total subsidy and the 
subsidy per student for miscellaneous fees, compared to the only applica- 
tion of the TEOS in 2006 [and of the TEOS and the targeted application 
of the new scheme in 2005), going from a de facto subsidy of about 
10-13 yuan per rural student for the TEOS to about 162-230 yuan per 
rural student for the new scheme. 2 Along the same line, as better exem- 
plified in figures 6.19 and 6.20, subsidies continued to increase in 2007. 
The subsidies for miscellaneous fees reached their yearly target levels of 
288 yuan and 408 yuan per rural student, respectively, by being applied 
over the whole year. Subsidies for free textbooks increased substantially 
due to the combination of the new policy to provide free textbooks to 
most rural students in the fall of 2007 and an increase in the standard 
yearly rate. Subsidies for needy students remained allocated to the stu- 
dents and counties covered by the TEOS scheme but with an increased 
value per student in the fall of 2007, and an across-the-board subsidy for 
building renovation (which was practically null in 2006) was introduced 
in 2007 as part of the new scheme. 

Figure 6.1 9 New FCE Scheme and TEOS for Primary Education per 
Student, 2006 and 2007 
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Figure 6.20 New FCE Scheme and TEOS for Junior Secondary Education per 
Student, 2006 and 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see tables 6A.2.9 and 6A.2.10 
of this chapter. 

In spite of the increase, subsidies remained small compared to budgetary 
revenues, and subsidies in replacement of miscellaneous fees did not even 
make up for lost fees. It is important to highlight that although the subsi- 
dies for fees, textbooks, and maintenance have increased following the 
extension of the new FCE scheme — which is a positive trend — these sub- 
sidies remain small compared to budgetary revenues. Figure 6.21 indi- 
cates, for instance, that subsidies for miscellaneous fees represented only 
about 16-18 percent of rural provincial budgetary revenues in 2007, 
although they were responsible for about 40 percent of the increase in 
budgetary revenues over the 2004-07 time period. Along a similar line, 
these subsidies did not even make up for the miscellaneous fees in rural 
primary and junior secondary education that were collected from house- 
holds in 2004, as shown in figure 6.22, raising an issue of which minimum 
standard was applied. We have seen that although budgetary revenues 
have increased for rural areas, they have increased faster for urban ones. 
Part of the explanation may indeed be the insufficiency of the subsidy in 
replacement of rural fees. Higher subsidies would bring budgetary rev- 
enues for rural areas up. This is all the more necessary, as enrollment in 
junior secondary is increasing in rural areas, bringing higher potential for 
collecting subsidies for fees but also a larger student population that 
needs to be attended to, producing downward pressure on revenues and 
spending per student. 

Higher subsidies in replacement of miscellaneous fees would also help 
ease the burden on the counties for providing the additional budgetary 
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Figure 6.21 Subsidy for Miscellaneous Fees and Budgetary Revenues in Rural 
Areas, 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see tables 6A.2.7, 6A.2.8, 
and 6A.2.1 in this chapter. 

Figure 6.22 Miscellaneous Fees and Subsidies for Fees in Rural Areas 
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and 6A.2.1 in this chapter. 

revenues — at least for the group of counties with the least fiscal capac- 
ity. Indeed, it is likely that counties had to make up for the low mini- 
mum and homogeneous standards in replacement of miscellaneous fees 
with their own resources, increasing their financial burden. Mostly rural and 
poor counties would, in fact, end up being at an increasing disadvantage 
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compared to more urban and wealthier counties, which have higher 
potential for mobilizing resources from all levels (including households) . 
This leads us to the equity analysis of the next section, where we assess — 
in a purely illustrative way, given the small sample size — how spending 
has evolved in a sample of poor and highly rural counties from 2000 to 
2007, how this spending compared to a much wealthier county, and what 
the effect of the new scheme was on this evolution. 

There is still a gap in textbooks and operation and maintenance (O&dM) 
per student across urban and rural areas. Textbook subsidies have helped 
increase the stock of books for students in rural areas, but the stock 
seems to have increased more in urban areas, pointing to the need for 
further support (figure 6.23). More clearly, according to the provincial 
statistics, the 2007 subsidy for building renovation helped reduce the 
ratio of seriously dilapidated buildings from about 3 percent to nil in the 
province, with larger decreases in rural areas. This is a positive finding, 
but the indication that in 2007 O&M per student in rural areas was only 
about 60 percent or even 50 percent of the amount spent in urban areas 
(while about 80 percent of the compulsory education schools are in rural 
areas; figure 6.24) makes it imperative to think about a longer-term 
mechanism — in particular for the benefit of rural areas — to ensure regu- 
lar maintenance. 

The standard rate of the subsidy for needy students is still low in relation 
to costs. While all other subsidies have increased, this has not been the case 



Figure 6.23 Books Per Student and Ratio of Dilapidated Buildings Overall and in 
Urban and Rural Areas, 2004 and 2007 
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Figure 6.24 O&M Per Student Overall and in Urban and Rural Areas, 2004 
and 2007 
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for the subsidy for needy students. While the standard rate has increased 
over time, the subsidy still covers a very small fraction of the student 
population — about 6 percent of the overall primary student population 
in a province with about 65 percent of rural primary student population, 
and we will see below that the rationale behind the student coverage by 
county is also not clear — and may still not be enough to cover students' 
basic needs. Unfortunately, the rural household survey does not allow 
us to calculate the exact amount and composition of private expendi- 
ture on compulsory education by rural households so we can assess how 
much per student they still need to pay for nonfee and textbook-related 
expenses, such as transportation, uniforms, and school supplies. However, 
if we make the assumption that an average rural household in 2007 had 
just one child and enrolled the child in compulsory education, we find 
that, after fee and textbook exemptions, about 1,300 yuan still need to be 
spent to keep him or her in school. This is substantial in proportion to the 
total expenditure of poor rural households and compared to a subsidy of 
just 200 yuan. In that respect, the province made the right decision in 
adding a supplement of 500 yuan for primary and 750 yuan for junior 
secondary for about 20 percent of the needy students in special difficulty. 
It is a pity that this concerns only 20 percent of an already reduced pool 
of students. 

Finally, the distribution of the subsidies across institutional levels confirms 
the predominance of provincial funds, which in the case of miscellaneous 
fees reflects provincial contributions proportional to local fiscal capacity, 
income, and geography. All textbook and needy students' subsidies are 
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financed only by the province, 3 and the Pearl River Delta finances text- 
books out of its local revenues. Maintenance subsidies in 2007 were 
financed by the province, although some counties — see below — declared 
some to be cosharing. 

Evaluating the Effects of the FCE Scheme in Guangdong 
on the Socioeconomic Gap 

We present below an analysis performed on a sample of seven counties 
across the mountainous, west wing, and Pearl River Delta regions of the 
province. Together these seven counties represent about 5 percent of the 
total student population of the province (figure 6.25). This is, therefore, a 
small sample that can be used only for illustrative purposes. Zengcheng 
city in the Pearl River Delta is well above the provincial GDP per capita 
average, while all other counties are well below this average. This will allow 
us to draw some inferences on the spending gap across areas with differ- 
ent socioeconomic situations, with a focus on poor counties. 

Spending gap across counties and cities of different socioeconomic levels. 

This section reviews the evidence on spending gaps across socioeconomic 
levels, with emphasis on both primary and junior secondary spending. 
The following findings stand out. 

Increases in spending per student are driven by budgetary revenues. Tables 
6A.2.11 and 6A.2.12 in annex 6.2 show spending per student, as well as 
main revenue sources per student, in primary and junior secondary education 



Figure 6.25 GDP Per Capita and Share of Provincial Population of County Sample 
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for the county sample. The pattern of change in spending per student and 
sources of revenues by county confirms very much what is seen at the 
provincial level, with spending per student increases largely driven by an 
increase in regular budgetary revenues for education and an increase in 
other private funds, which more than make up for the overall decrease 
in miscellaneous fees. This positive pattern is illustrated for primary edu- 
cation in figure 6.26. 

Gaps in spending per student across socioeconomic levels are less acute than 
urban-rural gaps. It is also noticeable that spending per student in primary 
education of some poor counties like Dapu and Ruyuan is at the provin- 
cial average in spite of much lower income per capita, or even at the 
Zengcheng average in the case of Dapu for junior secondary education. 
This makes urban-rural gaps in spending more serious than intercounty 
gaps — which may also indicate that beyond lack of fiscal capacity, lack of 
prioritization of rural areas within counties may also be an explanation for 
low spending. 

However, a deeper look at the data for primary education reveals some 
more worrisome patterns. Similar trends, although a bit less clear-cut, can 
also be seen in junior secondary. 4 

Trends for primary education. This section reviews the evidence for pri- 
mary education. These are the key findings that stand out. 

First, the data on primary education show that spending per student was 
more inequitably distributed across the county sample in 2007 than in 
2004, as shown by the relationship between GDP per capita and spend- 
ing per student in 2004 compared with the same relationship in 2007 
(figures 6.27 and 6.28). This result seems to be attributable to the fact 
that spending and budgetary revenues per student increased proportion- 
ally more in the counties with higher income per capita in 2004, and in 
particular Zengcheng (figures 6.29 and 6.30). 

Clearly, this analysis needs to be conducted with care, given the very 
low number of observations; but it nonetheless indicates that the gap 
between the poorest counties and a wealthy city of the Pearl River Delta, 
like Zengcheng, has been growing since 2004, which is an alarm bell. Only 
the poor county of Renhua — which, however, also experienced a substan- 
tial increase in GDP per capita between 2004 and 2007 — experienced an 
increase in spending per student comparable to that of Zengcheng. The 
different shapes in figure 6.26 also point to higher increases in spending 
per student in Zengcheng, Renhua, and the province in general in compar- 
ison with the other counties. 
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Figure 6.26 Change between 2004 and 2007 in Spending and Revenue Sources in 
Primary Education for the County Sample, Yuan Per Student 
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Figure 6.27 Relationship between GDP Per Capita and Primary Spending 
Per Student, 2004 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.1 1 in this chapter. 

Figure 6.28 Relationship between GDP Per Capita and Primary Spending 
Per Student, 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.1 1 in this chapter. 

Figure 6.29 Relationship between GDP Per Capita in 2004 and Percentage 
Increase in Spending Per Student 
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Figure 6.30 Relationship between GDP Per Capita in 2004 and Percentage 
Increase in Budgetary Revenues Per Student 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.1 1 in this chapter. 

The subsidy in replacement of miscellaneous fees does not even make up 
for lost fees in poor counties. While there may be several explanations for 
this trend, what is nonetheless noticeable is that — with the exception of 
the two poorest counties in 2007, Dapu and Ruyuan — the subsidy in 
replacement of miscellaneous fees (288 yuan per rural student in 2007) 
did not make up for the lost fees in any of the other counties, with gaps 
fluctuating between 17 and 262 yuan per rural student (figure 6.31). 
This indicates that the subsidy had been fixed at a very low minimum 
which could not even cover lost fees in poor counties such as Qingxin, 
Gaozhou, and Deqing, which were lagging behind in terms of spending 
per student in 2007 . While it is correct that Zengcheng has experienced 
a fee gap higher than the average for the county sample, wealthy coun- 
ties have had more leeway to compensate for lost fees with some alter- 
native sources of revenues, which is what Zengcheng has done (in terms 
of regular budgetary revenues and other private funds). There is even 
some evidence that the city invested about 336 yuan per student in pri- 
mary education to replace the loss of fees, which would halve the cur- 
rent fee gap. Overall, therefore, fixing low subsidy levels penalizes, if not 
the poorest, certainly what are still by, all measures, poor counties. This is 
all the more true if we consider that two poor counties like Gaozhou and 
Deqing also have to finance about 20 percent of this already low subsidy 
themselves (see table 6A.2.13). 

Related to the above is also the fact that the amount allocated for the new 
scheme is fairly low in proportion of in-budget revenues in all counties, going 
from about 2 percent in Zengcheng to 1 7 percent in a poor county like 
Dapu, which also constrains its impact. This also explains why, in spite of 
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Figure 6.31 Decrease in Miscellaneous Fees, Fee Gap, and Change in Rural 
Enrollment in Primary, Yuan Per Student 
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the "positive fee transfer" in Dapu (see figure 6.31), the effects on overall 
spending per student remain limited. 

Second, while spending inequities have increased — in part because of the 
insufficient impact of the new scheme — we also do not see clear evidence that 
in the short term the decrease in miscellaneous fees in rural areas has brought 
about increases in rural enrollment (see figure 6.31). In fact, while the 
province overall has seen no change in primary rural enrollment, five out 
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of seven sample counties have experienced a slight negative percentage 
change in rural enrollment. Without reliable data on school-age popula- 
tion by county, it is difficult to say how enrollment rates have evolved 
(they may still have increased somewhat), and, moreover, a couple of 
years of operation of the new scheme may not be enough to show all 
results yet; but this trend, together with a generally decreasing trend of 
the overall primary education population in poor counties, makes the ris- 
ing inequity in spending per student particularly worrisome. 

Trends for junior secondary education. This section reviews the evidence 
for junior secondary education. These are the key findings that stand out. 

Spending per student in junior secondary is also inequitably distributed, 
in part related to the fee gap and low relative magnitude of the new scheme. 
The data on junior secondary education also show a positive relation- 
ship between spending per student and GDP per capita, although this 
relationship did not necessarily worsen with time. This fact is due to the 
lack of relationship between increase in spending and GDP per capita 
in 2004 (although there was still a positive relationship between in- 
budget revenue increases and GDP per capita in 2004; figures 6.32-6.35). 
Although not worsening, spending per student remains inequitably 
distributed. As in primary, this is due, in part, to the generally low relative 
magnitude of the new scheme in proportion to budgetary revenues and, 
related to that, to the existence of fee gaps (subsidy for fee of 408 yuan 
per rural student minus adjusted decrease in fees per student) in all poor 
counties for which we can compare loss of fees between 2007 and 2004 
and subsidy for fees. An exception is Dapu, which increased fees on urban 
students to compensate for loss of rural fees (figure 6.36). In fact, there 
was much less of a gap in a wealthy city like Zengcheng, raising equity 
concerns. 

Finally, in a situation of lesser coverage, the reduction in miscellaneous fees 
seems to have had more of an effect on rural enrollment — which increased 
overall in the province — and in some counties, such as Zengcheng and 
Gaozhou (on the order of about 15-25 percent, difficult to discern in fig- 
ure 6.36 because of the scale). The increase in junior secondary enroll- 
ment in Gaozhou can partly explain the lagging spending per student. 

Effects of the FCE Scheme 

By looking in more detail at the new scheme in table 6A.2.13, we can 
confirm some of the findings for the overall province, while making some 
additional considerations. 5 
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Figure 6.32 Relationship between GDP Per Capita and Junior Secondary Spending 
Per Student, 2004 



3,500 
3,000 
S 2,500 
S 2,000 
q. 1,500 
§ 1,000 
500 




5,000 10,000 15,000 20,000 25,000 30,000 35,000 
GDP (yuan per capita) 

Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.12 in this chapter. 

Figure 6.33 Relationship between GDP Per Capita and Junior Secondary Spending 
Per Student, 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.12 in this chapter. 

Figure 6.34 Relationship between GDP Per Capita in 2004 and Percentage 
Increase in Spending Per Student 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.12 in this chapter. 
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Figure 6.35 Relationship between GDP Per Capita in 2004 and Percentage In- 
crease in Budgetary Revenues Per Student 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.12 in this chapter. 

Figure 6.36 Decrease in Miscellaneous Fees, Fee Gap, and Change in Rural 
Enrollment in Junior Secondary, Yuan Per Student 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.12 in this chapter. 
A/ofe:The fee gap has been calculated as the difference between the subsidy for fees and the decrease in miscel- 
laneous fees (of table 6A.2.12 in this chapter) adjusted for the share of rural student population to work on the 
same denominator. 
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Over 50 percent of the FCE scheme still comprises the subsidy for fees, but 
the share of other subsidies increased in 2007. The data confirm that in 
2007, over 50 percent of the new scheme still went into subsidies in 
replacement of miscellaneous fees, 6 followed by textbooks and mainte- 
nance subsidies and, last, subsidies for needy students (figure 6.37). The 
proportion of subsidies other than in replacement of miscellaneous fees 
increased in 2007 relative to 2006, largely because of increased coverage 
and standards for textbooks and the 2007 one-time maintenance and ren- 
ovation subsidy. Interestingly, we see that while the textbook subsidies in 
both level and proportion were quite similar across counties because of a 
generally synchronized move toward full coverage of rural students at a 
higher yearly standard, there is much more variation in subsidies for 
needy students and maintenance, with both tending to be higher in pro- 
portion and level in the counties located in mountainous regions. These 
trends are fairly similar across primary and junior secondary education. 

The rationale behind the coverage of the subsidy for needy students is 
unclear. For the subsidy for needy students, the variation is due in large 
part to the different coverage across counties, with counties like Renhua 
able to cover about 30 percent of their rural student populations with the 
provincial subsidy, and others like Deqing only able to cover about 2 per- 
cent of their rural populations (and 1 2 percent of their boarding popula- 
tions). In truth, beyond the small standard value (see above), one may 
wonder what is the exact rationale behind these figures, as Deqing turns 
out to have been as poor as Renhua according to 2007 GDP data and had 
an even higher boarding population (13 percent versus 7 percent). 

Figure 6.37 Allocation of the FCE Scheme across the Different Subsidies in the 
County Sample (Primary Education), 2007 
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Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations; see table 6A.2.13 in this chapter. 
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Apparently, subsidies were granted to students of families with net per 
capita income below 1,500 yuan. It is not clear if this was the case in all 
counties. 

In spite of a successful renovation effort, O&dM policies were not always con- 
sistent, and amount per student varied a lot across counties. For maintenance 
subsidies, the rationale behind the different amounts allocated in 2007 was 
to replace all seriously dilapidated buildings in 2007, and that seems to 
have happened according to the almost total disappearance of buildings in 
seriously dilapidated status by 2007 (see figure 6.38) — though not entirely 
due to the 2007 subsidy, since some counties had already spent funds on 
dilapidated buildings in 2004, 2005, and 2006. While the provincial data 
do not show all details, the county data also show some cosharing across 
levels in Dapu and Qingxin (with between 25 percent and 32 percent of 
maintenance expenditure financed by the county as matching contribu- 
tions), and in Ruyuan and Gaozhou (where a coshared scheme between 
the central government and the province, with some minor county contri- 
bution in Ruyuan, seems to have been in place) . This variation suggests dif- 
ferent and possibly inconsistent practices. Additionally, as above for urban 
and rural areas, O&Jvl per student was very different across counties, with- 
out a clear apparent logic (figure 6.39). These findings suggest that there 
is an urgent need for a more structured and systematic maintenance plan 
within the new scheme that ensures that all school buildings and facilities 
are properly maintained. 

Figure 6.38 Ratio of Dilapidated Primary School Buildings in the County Sample, 
2004 and 2007 
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Figure 6.39 O&M by Student for Guangdong and in the County Sample, 2007 
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Conclusions and Policy Implications 

This section reviews the main findings of the analysis while putting forward 
some policy recommendations on how to address remaining challenges. 

Summary 

Some critical findings stand out from the analysis. 

Guangdong has put renewed emphasis on compulsory education over 
the past decade or so, following the broader trend in compulsory education 
reforms in China; clearly, educational attainment has been increasing in a 
significant way. Access to compulsory education has improved across 
generations, with about 91 percent of the 25-35 age cohort attaining 
at least junior secondary education, versus only about 80 percent of 
the 25-55 age cohort. While there is still about 9 percent of the 25-35 
age cohort with primary or less, this ratio has also been further reduced 
in the current school-age population (15-20). Primary completion and 
access to junior secondary have, therefore, significantly increased, shift- 
ing most of the challenge to completion of junior secondary and access 
to senior secondary and above. Importantly, there is evidence of con- 
tinuous increases in primary completion and access to junior second- 
ary education in rural areas (when comparing results across different 
generations) . 

At the same time, public compulsory education spending, overall and in 
rural areas, has increased, and all rural students were exempted from mis- 
cellaneous fees in 2007 as part of the new FCE scheme, as confirmed in 
provincial and county financial tables. As also confirmed by the finan- 
cial information, subsidies in replacement of miscellaneous fees and for 
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textbooks were extended to the whole rural population in 2007, and a 
significant and timely effort to refurbish dilapidated school buildings 
was undertaken in the same year. The new FCE reform has therefore 
been implemented and reached its intended beneficiaries. The expendi- 
ture burden on rural households has significantly decreased, which may 
have contributed to increased enrollment and permanency in school 
attendance. Importantly, in spite of the decrease in fees, overall spend- 
ing per student in compulsory education increased from 2004 to 2007 
in both rural and disadvantaged areas, fueled by increased public budg- 
etary revenues, providing potential, therefore, for improved quality. 

While this is a positive story, many challenges remain. Education chal- 
lenges remain very acute in rural areas, where differences with urban 
areas are still significant, although decreasing, for completion of primary 
education and access to junior secondary, and highly significant for com- 
pletion of and access to senior secondary and above. There are also notice- 
able gaps among households of different income quintiles and geographic 
areas of different GDP per capita, with most of the gap concentrated 
between the very wealthiest and the others. Finally, gaps in educational 
quality cannot be fully appreciated without comparable assessment of 
learning outcomes, but gaps in completion rates and other intermediate 
outcomes such as books and infrastructure quality per student also indi- 
cate strong quality gaps. 

While there may be several reasons for the persistent outcome gaps, gaps in 
spending per student and a still-too-limited effect of the new FCE scheme are 
certainly part of the explanation. In particular, the evidence shows rather 
clearly that, in spite of increasing spending in rural and disadvantaged 
areas, gaps in compulsory education spending per student increased 
between urban-rural and advantaged-disadvantaged areas during 
2004-07; in other words, spending increased faster in urban and wealthy 
areas. This is due to the small relative size of the FCE scheme, whose 
main subsidy — the one in replacement of miscellaneous fees — would not 
even make up for the school fees collected in 2004 in rural areas. Other 
reasons explaining the growing spending gap are the different local fiscal 
capacities and lack of sufficient financial prioritization of rural areas 
within each geographic area [county or city or district). This increasing 
gap is worrisome. It makes it difficult to close the quality gap [illustrated, 
for instance, by books and O&M per student or salary allowances needed 
to attract more qualified staff in rural and disadvantaged areas) and the 
educational attainment gap [in particular, in junior secondary education). 
Urgent action would, therefore, need to be taken to start reducing this 
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spending gap, while providing adequate incentives for more effective use 
and management of education spending. Guangdong has room both to 
increase public compulsory education spending and to improve further 
the way this spending is used, allocated, and managed, to a large extent 
just by building on the new FCE scheme. 

Main Policy Implications 

Key findings and remaining challenges suggest a number of policy recom- 
mendations, reviewed below. 

A first policy implication of the above analysis is that the province needs 
to put more emphasis on measuring and monitoring multiple dimensions of 
education performance, with particular focus on gaps across groups to identify 
where the equity challenges really are, and on a developing learning outcome 
diagnostic. The current diagnostics are still very much focused on the 
school-age population, on average indicators or at most disaggregations 
across geographic areas, and on standard enrollment and transition rates, 
providing, therefore, only part of a more complex picture. For completion 
of a thorough diagnostic, it will be important to (1) look at the education 
performance of both the workforce and the school-age population across 
urban-rural areas, socioeconomic strata, and geographic areas; and (2) to 
consider a wider array of indicators, including dropout rates across and 
survival rates to different schooling grades and standardized learning out- 
come indicators. Beyond more effective use of national testing, Guangdong 
should also consider participating in international assessments of learning 
outcomes, such as TIMSS and PISA, which would provide useful interna- 
tional benchmarking. 

Action then needs to be taken to help address the identified outcome 
gaps, and policies on education spending are one of the central policies to 
do so. While making rural compulsory education free, the new scheme has 
put increasing pressure on rural and disadvantaged areas in the provision 
of compulsory education. 

A second policy recommendation is, therefore, to increase over time the sub- 
sidy in replacement of miscellaneous fees to help close the gap. Clearly, the 
current minimum standards of 288 yuan and 408 yuan per student for 
rural areas are very low, as they do not even make up for the lost fees in 
very poor counties. The province is well aware of this and of the increas- 
ing pressure on rural schools, and standards have been set at 350 yuan and 
550 yuan per student in 2009. This measure goes in the right direction, 
but, as demonstrated by the simple simulations shown in figures 6.40 and 
6.41, it will not be enough to make a substantial difference. 7 In fact, our 
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Figure 6.40 Primary Urban-Rural Spending Gaps under Different Scenarios 
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Sources: Guangdong Education Finance Bureau 2004-07; and author's elaborations. 



Figure 6.41 Junior Secondary Urban-Rural Spending Gaps under Different 
Scenarios 
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analysis shows that about 390 yuan and 580 yuan per student would be 
the minimum needed to fill the rural fee gap (that is, to make up for the 
average rural fees collected in 2004 at 2007 prices), and even that would 
only just marginally help close the gap (see figures). From 2008 onward, 
the province also decided to eliminate all fees on urban students in a 
move to make compulsory education free for everybody. While commend- 
able from a social perspective, this measure will only marginally help to 
close the gap. This is all the more true as subsidies have been set a bit 
higher in urban areas (326 and 466 yuan per student) to reflect higher 
lost fees, and (although not factored in the figures) the more visible urban 
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sector may be better able to negotiate counteracting increases in budget- 
ary revenues. Applying the same increased standards (350 and 550 yuan 
per student) for both urban and rural areas in 2009 would also not really 
help. What really would start to make a difference is a substantial rise in 
the minimum subsidies to rural areas to levels that would be enough to, 
say, grant the provincial average in teacher salary allowances per student 
(the basic salary is already very similar between urban and rural areas) and 
reach the urban standard in O&M per student (so-called adjusted 2009 
standards in the figures). This points to the need for much more drastic 
increases in the rural subsidy based on solid justification, leading us to dis- 
cuss elements of an improved funding formula. 

A third policy implication is the need for an improved funding formula for 
the subsidy in replacement of miscellaneous fees. The high and increasing 
spending gaps between urban and rural areas in the province clearly point 
to the need for differentiating urban and rural standards in replacement of 
miscellaneous fees to make sure rural schools can satisfy basic needs. As the 
province is currently doing, it is important to continue working with mini- 
mum and predictable subsidies per student that limit the scope for lengthy 
negotiations and provide strong incentives for efficient behavior. This way, 
the issue is not about changing the subsidy per student approach, but rather 
about getting a better grasp on what the subsidy "needs to buy" in rural 
areas and adjusting the current minimum subsidy accordingly over the 
short to medium run. If the subsidy in replacement of miscellaneous fees 
needs to allow rural schools to cover acceptable teachers' costs 8 and O&M 
such as basic school supplies, utilities, and simple classroom maintenance, 9 
it would make sense to fix minimum acceptable standards for both (set at 
the provincial average or, more likely, other standard costs) and review the 
overall amount of the subsidy. 

There are some useful examples of funding formulas across the world 
that could be used as a reference for Guangdong to fund rural schools. 
Some countries like El Salvador and Honduras in Central America trans- 
fer periodically to rural schools a fixed amount composed of (1) the salary 
(and social security) for each teacher, and (2) the operation and mainte- 
nance expenditure of the school (calculated per school or per student; see 
box 6.1). This a useful way of packaging and transferring funds to cover 
basic school needs, which can help small rural schools overcome some of 
their financial constraints; but allocation of salary funds by teachers or 
schools may not be generally efficiency enhancing. 

An alternative, used for instance in Chile and Nicaragua, consists of 
calculating a global amount (block grant), obtained by multiplying the 
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Box 6.1 

Examples of Funding Formulas in Central America 

Earmarked Grants to Rural Schools 

Honduras 

1. $215 monthly per teacher + social security contributions (11 percent 
of salary) 

2. $100 annually per school for teaching materials 

3. $65 annually per school for maintenance 

4. $1,000 annually per school for the Education Improvement Plan. 

El Salvador 

1. $418 monthly per teacher + social security contributions (14 percent 
of salary) 

2. $35 annually per school for teaching materials and maintenance 

3. Additional grants of varying amounts for quality improvements, teacher 
training, nutrition, and so forth. 

Block Grants Per Student for All Schools 

Nicaragua 

A school with less than 500 students receives a monthly grant of $1,845, which is 
obtained by multiplying 450 (attending students) by $4.1, which is obtained by 
adding the following: 

1 . $3.5 for minimum costs (reflecting teacher salaries) 

2. $0.3 for O&M costs 

3. 1 percent equity adjustment (for location and school size). 

Source: Di Gropello 2006a. 



number of attending students per school by a cost per student. The 
cost per student is composed of [1) a minimum cost per student, 
which includes salary costs for teaching and administrative staff; (2) 
the O&M expenditure per student; and (3) an equity adjustment (that 
is, an additional amount proportional to school size and location). In 
this second model, more aligned to the one used in Guangdong, one 
basic subsidy per student is used across urban-rural and advantaged- 
disadvantaged areas, but adjustments are made to take into account 
the school size and location of the area or school, so that smaller rural 
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schools, for instance, would receive more funds. In Chile, for example, 
rural schools would receive a supplement to take into account their 
higher O&M costs and the higher salary allowances needed to attract 
qualified teachers to these schools. In the case of Guangdong, given 
the current high inequity between urban and rural areas, per-student 
supplements for rural areas and schools would need to be quite high 
to make sure their initial disadvantage diminishes in time and accept- 
able O&M and teacher salaries are achieved. The total subsidy per stu- 
dent for rural areas (basic subsidy plus supplement) would ultimately 
need to reflect minimum acceptable standards of teachers' and O&M 
costs in schools in rural areas. It is important to point out that relat- 
ing the subsidies to minimum standards of service delivery also has 
the potential to reinforce efficient behavior by increasing the account- 
ability of counties to the provincial level for the delivery of a basic- 
quality package in rural areas and by providing incentives to keep 
delivery costs low. 

Financing shares are the right tool to take care of socioeconomic differ- 
ences, but they may need to be realigned and simplified. An open ques- 
tion is if additional socioeconomic or location criteria, such as measures of 
GDP per capita and regional location, should be used to determine the 
subsidy amount. The analysis on the — admittedly very small — county and 
city sample suggests that this would not really be advisable because the 
relationship between spending per student and counties or cities of differ- 
ent GDP per capita and region is less marked and linear than the urban- 
rural one (possibly suggesting also a lack of prioritization given to rural 
areas within a county or city). However, fiscal capacity remains an issue, 
and the relationship between spending and GDP per capita generally 
became tighter during 2004-07, which suggests that it makes sense to con- 
tinue using socioeconomic, fiscal capacity, and regional location criteria to 
determine the financing shares of the subsidy. Wealthy counties and cities 
can, indeed, finance the whole subsidy, while poorer areas cannot. 

Two specific recommendations here would, however, be (1) to make 
sure to regularly review the GDP and fiscal capacity levels of Guangdong 
counties, districts, and cities, as the analysis has shown there have already 
been large changes in relative status between 2004 and 2007 for some 
counties without a corresponding change in financing shares; and (2) to 
reassess the logic behind the financing shares themselves (10 percent, 
40 percent, 80 percent, 100 percent), because the analysis has shown that 
the difference is really between the top counties and cities and the rest 
(in terms of both spending per student and outcomes) . This may justify a 
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simpler framework, where, pushed to the extreme, a very limited number 
of counties and cities would pay the whole amount, and all others would 
receive a 100 percent provincial subsidy. 

A fourth policy recommendation of the analysis is that there is strong jus- 
tification for a systematic, predictable, and well-articulated maintenance 
scheme. The analysis has shown that regular O&M per student is much 
lower in rural areas — while they typically experience a stronger pace of 
dilapidation of school buildings — and is fairly different across counties 
without an apparent logic (with policies for financing it also fairly differ- 
ent). These findings provide strong justification for the more structured, 
systematic, and predictable longer-term maintenance plan proposed for 
the rural areas and already implemented by the province in 2008. One 
question is how this new plan would be best articulated with the subsidy 
in replacement of miscellaneous fees, which also covers some operation 
and maintenance. We argue that these two subsidies could, in principle, be 
seen as complementary, with the subsidy in replacement of fees covering 
just the basic O&M (supplies, utilities, minor classroom maintenance) and 
the separate maintenance subsidy feeding into a longer-term fund that 
would be used for more in-depth refurbishing and renovation of the 
infrastructure when the time comes. The articulation between these two 
subsidies may need to be further reviewed to make sure their different 
purposes and mechanisms are well understood and implemented. 
Finally, the proposed 50-50 coshared county-provincial scheme (with a 
1 00 percent county- and city-financed scheme in the PRD) would seem 
to be a generally acceptable solution to ensure rational infrastructure 
decisions and cost sustainability. 

A fifth recommendation is the need for a further review and rationaliza- 
tion of the textbook and needy-student subsidies. As above, care will need to 
be taken to articulate well the subsidy in replacement of fees and the 
textbook subsidy — which was extended to almost all compulsory educa- 
tion students in 2008 — to make sure they are complementary (and if it is 
justifiable at all to keep them separate, now that they have the same cov- 
erage) . It is still an open question how to ensure that the current textbook 
gap is filled between urban and rural areas, as the textbook scheme has 
been extended to urban areas. An option would be to factor in a one-time 
supplement in the subsidy in replacement of fees to rural areas to allow 
them to fill this gap. 

Further, the targeting of the subsidy for needy students may need to be 
reviewed. The 2008 increase in the subsidy for 20 percent of needy stu- 
dents in special difficulty — to include supplements of 500 yuan in pri- 
mary and 750 yuan in junior secondary — is welcome, as it will help 
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address the still significant private education expenditure burden faced by 
poor rural households. Coverage of needy students, however, still seems 
to be quite low and, more important, does not seem to respond to very 
clear poverty logic when comparing beneficiary groups across counties 
and cities. The targeting of the subsidy may need to be reviewed to ensure 
that it is at least as equitably allocated as possible. 

The data suggest that wealthy areas have some room to have the new 
scheme benefit migrants, but further analysis is needed. We did not have the 
opportunity to explore how the new FCE scheme could apply to migrants 
because of lack of data allowing us to disentangle them from the rest of the 
student population. Clearly, a further discussion would be needed to iden- 
tify how this scheme could also benefit the students of families who do not 
have permanent residence in the areas where they work and their children 
go to school. The data honestly suggest that the urban and wealthier areas 
of Guangdong should not have too many problems absorbing and having at 
least some of the migrants benefit from the new scheme, given their high 
and increasing spending per student. In particular, having at least the 
migrants who come from within the province to these areas benefit from 
the scheme would seem to be both an affordable situation and a rather fair 
way to rebalance the unequal spending across areas. We see, for instance, that 
the suppression of all urban fees (including for migrants) and replacement 
by the city's own revenues in Zengcheng, the wealthy city included in our 
sample, would only bring its ratio of primary education per student to GDP 
per capita to about 6.5 percent — even lower than the already low provincial 
ratio — suggesting that there is room for maneuver. 10 Clearly, however, an 
exact quantification of the financial costs involved in covering the migrants 
from outside the province (many of whom may not even be currently 
enrolled in the public system) would need to be made and related to local 
fiscal capacity. If financial costs are prohibitive, some innovative solution — 
such as a system of vouchers cofinanced by the sending and recipient 
provinces and maybe even the central government — could be envisaged. 

Finally, it will be important to consider the relationship among the priority, 
amount, and allocation of the new scheme and the broader intergovernmen- 
tal fiscal transfers. While beyond the scope of this chapter, the main inten- 
tion of which was to analyze the working of the new RCE scheme, the 
province would also be well advised to review the integration of the new 
scheme within its broader intergovernmental fiscal system to make sure 
the scheme's rationale and purpose within the broader system are clear. 
They are to provide complementary or additional funds for school oper- 
ation in poor and rural areas; to minimize the risk of crowding-out of the 
regular budget for education civil servants' salaries; and to verify the 
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possibility of also more equitably allocating the general transfers for civil 
servants' salaries across areas — and to do all this with the final purpose of 
helping decrease spending gaps. By simplifying and coordinating transfers 
earmarked specifically for education, a well-integrated RCE scheme also 
has the potential to simplify the working of the overall intergovernmen- 
tal fiscal transfer system in the province. 

Overall, all these measures to improve transfers for compulsory educa- 
tion will also need to be accompanied by improved management practices 
at all levels to make sure funds always reach their intended beneficiaries 
and to be done in the most efficient way possible. The move toward giving 
more responsibilities in budget management to schools is a positive one: 
the schools generally have better knowledge of where and what the 
needs are and are accountable to their communities, and it is also con- 
sistent with the use of block grants per student. This move will need to 
be accompanied by coaching and training in financial management and 
procurement. 

Annex 6.1: Outcome Indicators in Guangdong Province 



Table 6A.1 .1 Primary Indicators by Area (City), 2006 



City 


GDP 
per capita 
(yuan) 


Primary 
enrollment 
rate 

(%) 


Transition to 
junior secondary 
education 

(%) 


Rate of graduates of 
junior secondary 
education to 
graduates of 
primary education (%) 


Guangzhou 


63,100 


99.9 


93.3 


79.7 


Shenzhen 


69,450 


100.0 


84.1 


58.2 


Zhuhai 


52,185 


100.0 


97.7 


82.9 


Shantou 


14,872 


99.5 


96.4 


71.9 


Foshan 


50,232 


100.0 


96.6 


87.6 


Shaoguan 


13,690 


97.7 


99.4 


105.5 


Heyuan 


9,495 


99.9 


100.0 


88.1 


Meizhou 


8,478 


100.0 


100.0 


96.5 


Huizhou 


25,043 


100.0 


99.4 


74.0 


Shanwei 


8,832 


98.9 


97.1 


68.7 


Dongguan 


39,468 


100.0 


83.9 


57.3 


Zhongshan 


42,058 


99.9 


95.6 


85.3 


Jiangmen 


22,936 


100.0 


98.4 


89.5 


Yangjiang 


14,581 


99.1 


99.7 


92.6 


Zhanjiang 


11,505 


99.9 


97.6 


86.8 


Maoming 


15,689 


99.8 


100.0 


77.1 


Zhaoging 


13,991 


100.0 


99.3 


91.3 


Qingyuan 


11,991 


99.7 


99.2 


95.1 



(continued) 



Spending for Compulsory Education in Guangdong 245 
Table 6A.1 .1 Primary Indicators by Area (City), 2006 (continued) 

Rate of graduates of 







Primary 


Transition to 


junior secondary 




GDP 


enrollment 


junior secondary 


education to 




per capita 


rate 


education 


graduates of 


City 


(yuan) 


(%) 


(%) 


primary education (%) 


Chaozhou 


13,060 


98.6 


100.0 


89.7 


Jieyang 


8,657 


99.9 


95.3 


71.3 


Yunfu 


10,431 


100.0 


99.9 


91.3 



Sources: Guangdong Bureau of Statistics 2008; author's elaborations. 



Table 6A. 1.2 Education Distribution across Rural and Urban Areas, 2005 and 2007 



15-20 age range 







2005 (%) 






2007 (%) 




Education 


Rural 


Urban 


Total 


Rural 


Urban 


Total 


None 


0.05 





0.04 


0.15 





0.13 


Primary 


9.39 


10.42 


9.57 


6.45 


4.11 


6.06 


Junior secondary 


61.59 


41.20 


58.00 


57.59 


39.07 


54.54 


Senior secondary 


18.14 


35.88 


21.26 


25.14 


42.42 


27.99 


Technical 


8.16 


6.48 


7.86 


7.77 


8.74 


7.93 


University 


2.67 


6.02 


3.26 


2.89 


5.66 


3.35 


Total 


100 


100 


100 


100 


100 


100 


25-35 age range 






2005 (%) 






2007 (%) 




Education 


Rural 


Urban 


Total 


Rural 


Urban 


Total 


None 


1.38 





0.93 


1.45 


0.12 


1.04 


Primary 


14.43 


1.15 


10.11 


11.23 


1.15 


8.18 


Junior secondary 


61.25 


14.47 


46.04 


62.71 


12.89 


47.63 


Senior secondary 


13.54 


24.45 


17.09 


12.68 


21.40 


15.32 


Technical 


5.86 


18.71 


10.04 


6.54 


15.42 


9.23 


University 


3.54 


41.22 


15.78 


5.39 


49.02 


18.59 


Total 


100 


100 


100 


100 


100 


100 


25-55 age range 






2005 (%) 






2007 (%) 




Education 


Rural 


Urban 


Total 


Rural 


Urban 


Total 


None 


4.36 


0.30 


2.95 


4.01 


0.17 


2.70 


Primary 


27.25 


3.67 


19.08 


24.29 


3.17 


17.07 


Junior secondary 


50.50 


21.93 


40.60 


52.49 


18.89 


41.00 


Senior secondary 


13.80 


33.21 


20.53 


13.79 


32.62 


20.23 


Technical 


2.54 


11.59 


5.67 


3.03 


10.19 


5.48 


University 


1.55 


29.30 


11.17 


2.38 


34.95 


13.52 


Total 


100 


100 


100 


100 


100 


100 



Sources: Guangdong Bureau of Statistics 2005, 2007. 
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Table 6A.1 .3 Education Distribution across Income Quintiles and Rural and Urban 
Areas, 2007 

proportion of population ages 25-35 attaining each level 



Rural 



Education 


Q7 




Q2 


Q3 


Q4 


Q5 


None 


4.04 




1.44 


0.63 


0.47 


0.96 


Primary 


19.14 




11.78 


1 1.69 


7.78 


5.11 


Junior secondary 


61.73 




68.75 


66.60 


64.15 


47.92 


Senior secondary 


10.78 




11.54 


1 1.90 


11.56 


19.17 


Technical 


1.89 




4.33 


5.85 


8.96 


12.78 


University 


2.43 




2.16 


3.34 


7.08 


14.06 


Total 


1 00 




1 00 


1 00 


1 00 


1 00 










Urban 






Education 


Q? 




Q2 


Q3 


Q4 


Q5 


None 


0.63 
















Primary 


3.77 




0.60 


1.38 


0.57 





Junior secondary 


27.67 




13.17 


1 1.72 


5.75 


6.50 


Senior secondary 


37.74 




23.95 


20.00 


17.82 


12.00 


Technical 


13.21 




22.75 


22.07 


10.34 


10.00 


University 


16.98 




39.52 


44.83 


65.52 


71.50 


Total 


100 




100 


100 


100 


100 










Total 






Education 


Q? 




Q2 


Q3 


Q4 


Q5 


None 


0.71 




0.68 


0.96 


2.34 


0.72 


Primary 


7.09 




9.40 


1 1.90 


7.21 


3.61 


Junior secondary 


53.72 




65.26 


57.40 


28.46 


1 8.55 


Senior secondary 


15.60 




11.58 


11.41 


15.01 


28.1 9 


Technical 


11.52 




5.99 


5.47 


7.99 


18.31 


University 


11.35 




7.08 


12.86 


38.99 


30.60 


Total 


100 




100 


100 


100 


100 


Sources: Guangdong Bureau of Statistics 2005, 2007. 








Table 6A.1 .4 Education Distribution across Regions or Cities, 2007 




proportion of population ages 25-35 attaining each level 








GDP 






Education 






Region per capita 






Junior 


Senior 






or city (yuan) 


None 


Primary secondary 


secondary 


Technical 


University 


Meizhou 8,478 





3.23 


50.23 


16.59 


11.06 


18.89 


Jieyang 8,657 


3.57 


27.86 


49.29 


9.29 


5.71 


4.29 


Shanwei 8,832 


8.33 


39.29 


36.90 


5.95 


4.76 


4.76 


Heyuan 9,495 





4.71 


71.18 


8.24 


7.06 


8.82 
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Table 6A.1 .4 Education Distribution across Regions or Cities, 2007 (continued) 
proportion of population ages 25-35 attaining each level 





\3Ur 






Education 






Region 


per capita 






Junior 


Senior 






or city 


(yuan) 


None 


D ■ 

Primary 


secondary 


secondary 


Technical 


University 


Yunfu 


10,431 





3.66 


84.15 


8.54 


3.66 





Zhanjiang 


1 1,505 


0.91 


9.09 


47.27 


16.82 


13.18 


12.73 


Qingyuan 


1 1,991 


1.19 


12.50 


57.74 


13.10 


5.36 


10.12 


Chaozhou 


1 3,060 


3.95 


3.95 


60.53 


10.53 


7.89 


13.16 


Shaoguan 


1 3,690 


3.15 


14.17 


39.37 


18.90 


1 1.81 


12.60 


Zhaoqing 


13,991 


0.52 


5.21 


57.29 


18.23 


5.73 


13.02 


Yangjiang 


14,581 





11.24 


64.04 


1 1.24 


5.62 


7.87 


Shantou 


14,872 





7.92 


52.48 


14.85 


8.91 


15.84 


Maoming 


1 5,689 


2.09 


10.47 


62.83 


9.95 


6.28 


8.38 


Jiangmen 


22,936 


1.08 


4.30 


29.03 


34.41 


13.98 


17.20 


Huizhou 


25,043 





7.82 


53.91 


12.76 


10.29 


15.23 


Dongguan 


39,468 











23.81 


7.14 


69.05 


Zhongshan 


42,058 


1.22 


7.32 


42.68 


30.49 


6.10 


12.20 


Foshan 


50,232 





0.93 


25.93 


14.81 


16.67 


41.67 


Zhuhai 


52,185 





1.64 


19.67 


21.31 


6.56 


50.82 


Guangzhou 


63,100 





1.19 


28.96 


16.72 


12.84 


40.30 


Shenzhen 


69,450 








3.92 


23.53 


13.73 


58.82 



Source: Guangdong Bureau of Statistics 2008. 

Annex 6.2: Spending Indicators in Guangdong Province 

Table 6A.2.5 Primary Education Expenditure Trends and Patterns across Rural 
and Urban Areas 

yuan 



Rural 



Expenditure 
and uses of funds 


2004 




2004 
(2007 yuan) 


2007 




Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


Total primary education 














expenditure 


1,592 


100.0 


1,719 


100.0 


2,098 


100.0 


Operational expenditure 


1,497 


94.0 


1,617 


94.0 


2,063 


98.3 


Salaries and welfare 














expenses 


920 


57.8 


994 


57.8 


1,418 


67.6 


Basic salaries 


460 


28.9 


497 


28.9 


633 


30.2 


Other 3 


460 


28.9 


497 


28.9 


785 


37.4 


O&M 


514 


32.3 


555 


32.3 


601 


28.6 


Equipment 


63 


4.0 


68 


4.0 


44 


2.1 


Capital expenditure 


95 


6.0 


103 


6.0 


35 


1.7 



(continued) 
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Table 6A.2.5 Primary Education Expenditure Trends and Patterns across Rural 

and Urban Areas (continued) 

yuan 

Urban 



2004 

2004 (2007 yuan) 2007 



Expenditure 


Per 




Per 




Per 




and uses of funds 


student 


% 


student 


% 


student 


% 


Total primary education 














expenditure 


3,144 


100.0 


3,395 


100.0 


4,510 


100.0 


Operational expenditure 


2,906 


92.4 


3,138 


92.4 


4,413 


97.8 


Salaries and welfare 














expenses 


1,907 


60.7 


2,059 


60.7 


3,071 


68.1 


Basic salaries 


514 


16.3 


555 


16.3 


753 


16.7 


Other 3 


1,393 


44.3 


1,504 


44.3 


2,318 


51.4 


O&M 


802 


25.5 


866 


25.5 


1,191 


26.4 


Equipment 


197 


6.3 


213 


6.3 


151 


3.3 


Capital expenditure 


239 


7.6 


258 


7.6 


97 


2.2 


Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations 








a. Includes subsidy, social security, other salaries, c 


nd employee welfare. 








Table 6A.2.6 Lower Secondary Education Expenditure Trends and Patterns across 


Rural and Urban Areas 














yuan 














Rural 








2004 










2004 




(2007 yuan) 


2007 




Expenditure 


Per 




Per 




Per 




and uses of funds 


student 


% 


student 


% 


student 


% 


Total junior secondary 














education expenditure 


2,249 


100.0 


2,429 


100.0 


2,736 


100.0 


Operational expenditure 


2,102 


93.5 


2,270 


93.5 


2,687 


98.2 


Salaries and welfare 














expenses 


1,190 


52.9 


1,285 


52.9 


1,628 


59.5 


Basic salaries 


607 


27.0 


656 


27.0 


754 


27.6 


Other 3 


583 


25.9 


630 


25.9 


874 


31.9 


O&M 


799 


35.5 


863 


35.5 


989 


36.1 


Equipment 


113 


5.0 


122 


5.0 


70 


2.6 


Capital expenditure 


146 


6.5 


158 


6.5 


49 


1.8 



(continued) 
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Table 6A.2.6 Lower Secondary Education Expenditure Trends and Patterns across 

Rural and Urban Areas (continued) 

yuan 



Urban 



Expenditure 
and uses of funds 


2004 




2004 
(2007 yuan) 


2007 




Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


Total junior secondary 














education expenditure 


3,458 


100.0 


3,734 


100.0 


6,144 


100.0 


Operational expenditure 


3,155 


91.2 


3,407 


91.2 


5,877 


95.7 


Salaries and welfare 














expenses 


1,857 


53.7 


2,005 


53.7 


3,700 


60.2 


Basic salaries 


653 


18.9 


705 


18.9 


978 


15.9 


Other 3 


1,204 


34.8 


1,300 


34.8 


2,722 


44.3 


O&M 


1,075 


31.1 


1,161 


31.1 


1,942 


31.6 


Equipment 


223 


6.4 


241 


6.4 


235 


3.8 


Capital expenditure 


302 


8.7 


326 


8.7 


267 


4.3 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 



Table 6A.2.7 Primary Education Expenditure Sources across Rural and 
Urban Areas 

yuan 

Rural 



2004 

2004 (2007yuan) 2007 



Sources of funds 


Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


Total primary education 














revenue 


1,674 


100.0 


1,808 


100.0 


2,126 


100.0 


In budget 3 


1,054 


63.0 


1,138 


63.0 


1,826 


85.9 


Education appendix b 


61 


3.6 


66 


3.6 


51 


2.4 


Tuition and 














miscellaneous fees 


362 


21.6 


391 


21.6 








Capital revenues 


75 


4.5 


81 


4.5 


28 


1.3 


Other c 


122 


7.3 


132 


7.3 


221 


10.4 



(continued) 
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Table 6A.2.7 Primary Education Expenditure Sources across Rural and 

Urban Areas (continued) 

yuan 



Urban 



Sources of funds 


2004 




2004 
(2007yuan) 


2007 




Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


Total primary education 














revenue 


3,096 


100.0 


3,344 


100.0 


4,653 


100.0 


In budget 3 


1,888 


61.0 


2,039 


61.0 


3,348 


72.0 


Education appendix b 


192 


6.2 


207 


6.2 


326 


7.0 


Tuition and 














miscellaneous fees 


544 


17.6 


587 


17.6 


516 


11.1 


Capital revenues 


208 


6.7 


225 


6.7 


79 


1.7 


Other c 


264 


8.5 


285 


8.5 


384 


8.3 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 

a. Includes mostly fund allocation on operating expenses. 

b. Includes urban, rural, and local appendixes. 

c. Includes mostly other school income and donations. 



Table 6A.2.8 Junior Secondary Education Expenditure Sources across 
Rural and Urban Areas 

yuan 

Rural 

2004 





2004 




(2007 yuan) 


2007 






Per 




Per 




Per 




Sources of funds 


student 


% 


student 


% 


student 


% 


Total junior secondary 














education revenue 


2,268 


100.0 


2,449 


100.0 


2,759 


100.0 


In budget 3 


1,366 


60.2 


1,475 


60.2 


2,256 


81.8 


Education appendix 15 


71 


3.1 


77 


3.1 


95 


3.4 


Tuition and 














miscellaneous fees 


536 


23.6 


579 


23.6 








Capital revenues 


74 


3.3 


80 


3.3 


39 


1.4 


Other c 


221 


9.7 


239 


9.7 


369 


13.4 



(continued) 
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Table 6A.2.8 Junior Secondary Education Expenditure Sources across 

Rural and Urban Areas (continued) 

yuan 

Urban 



2004 

2004 (2007 yuan) 2007 



Sources of funds 


Per 
student 


% 


Per 
student 


% 


Per 
student 


% 


Total junior secondary 














education revenue 


3,552 


100.0 


3,836 


100.0 


6,283 


100.0 


In budget 3 


2,064 


58.1 


2,229 


58.1 


4,319 


68.7 


Education appendix b 


251 


7,1 


271 


7.1 


361 


5.7 


Tuition and 














miscellaneous fees 


656 


18.5 


708 


18.5 


693 


11.0 


Capital revenues 


258 


7,3 


279 


7.3 


232 


3.7 


Other c 


323 


9,1 


349 


9.1 


678 


10.8 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 

a. Includes mostly fund allocation on operating expenses. 

b. Includes urban, rural, and local appendixes. 

c. Includes mostly other school income and donations. 



Table 6A.2.9 Composition of the New FCE Scheme and TEOS, Average Subsidies, and Distribution by Institutional Source, 2006 

2006 yuan 



Average 



Subsidies 


Average annual 
standard subsidy 


Average total 
subsidy 


Average 
subsidy 
per student 


subsidy 
per rural 
student 


Central 


uistnoution (yoj 
Provincial 


County or City 


Miscellaneous fees — two exemptions 














Primary 


260 


71,338,280 


7 


10 





n.a. 


n.a. 


Lower secondary 


360 


41,826,060 


9 


13 





n.a. 


n.a. 


Percentage of FCE/TEOS 


n.a. 


5 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


Miscellaneous fees — new scheme 














Primary 


288 


1,127,847,312 


1 06 


162 





72 


28 


Lower secondary 


408 


757,389,372 


159 


230 





70 


30 


Percentage of FCE/TEOS 


n.a. 


86 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


Textbooks 
















Primary 


60 


43,348,680 


4 


6 





100 





Lower secondary 


140 


43,082,060 


9 


13 





100 





Percentage of FCE/TEOS 


n.a. 


4 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


Needy students 
















Primary 


100 


72,240,000 


7 


10 





100 





Lower secondary 


100 


30,780,000 


6 


9 





100 





Percentage of FCE/TEOS 


n.a. 


5 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 

Note: n.a. - not applicable; FCE - free compulsory education;TEOS - two exemptions, one subsidy. 



Table 6A.2.1 Composition of the New FCE Scheme and TEOS, Average Subsidies and Distribution by Institutional Source, 2007 

2007 yuan 





Average annual 
standard subsidy 


Average 

total 
subsidy 


Average 
subsidy 
per student 


Average 
subsidy 
per rural 
student 


Central 


Distribution (%) 
Provincial County or City 


AAicrollnnoni /c foot: 
IVII jLcIIUI IcUUb feci 
















Primary 


288 


2,001,036,960 


189 


288 


12 


57 


31 


Lower secondary 


408 


1,345,433,448 


283 


408 


1 1 


56 


33 


Percentage of FCE/TEOS 


n a 


55 


n a 


n a 


n a 


n.a. 


n.a. 


To v t hi n n U c " 
















Pf i rv 


Snrinn (SO- fall 1 0(1 

J LJ\ II IU LlU, lull uu 


36Q 076 5Q0 


35 


53 


o 


100 





1 n\A/pf ^prnnri3f\/ 
Luvvtri icr^ui i*jui y 


Snrinn 1 40' fall 1 80 

ju i 1 1 iy i ^\J, lull i ou 


318 327 820 


67 


95 


o 


100 





Percentage of FCE/TEOS 


n s 


1 1 


n a 


n a 


n a 


n.a. 


n.a. 


Needy students 
















Primary 


Spring 100; fall 200 


108,360,000 


10 


16 





100 





Lower secondary 


Spring 100; fall 200 


46,160,000 


10 


14 





100 





Percentage of FCE/TEOS 


n.a. 


3 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


Maintenance 11 
















Primary 


n.a. 


1,351,310,000 


130 


190 





100 





Lower secondary 


n.a. 


556,130,000 


120 


170 


1 


99 





Percentage of FCE/TEOS 


n.a. 


31 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 



Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 

Note: n.a. - not applicable; FCE - free compulsory education;TEOS - two exemptions, one subsidy. 

a. Estimates; final data yet not available. 

b. Includes a one-time expenditure on renovation and refurbishing of dilapidated buildings in the non-Pearl River Delta region. 



Table 6A.2.1 1 Spending and Revenue Sources for Primary Education in the Seven County/City Sample 

2007 yuan, per student 

GDP per GDP per 



Counties 


capita 


capita 




Spending 


Budget revenues 


Miscellaneous fees 


Other private funds 


2004 


2007 


2000 


2004 


2007 


2000 


2004 


2007 


2000 


2004 


2007 


2000 


2004 


2007 


Mountainous areas 






























Dapu 


4,505 


5,448 


1,240 


2,777 


2,863 


775 


2,302 


2,583 


162 


260 


105 


I39 


175 


152 


Qingxin 


6,678 


14,098 


1,012 


1,462 


1,739 


490 


961 


1,497 


260 


437 


150 


52 


32 


90 


Renhua 


7,406 


19,212 


1,382 


2,204 


3,342 


911 


2,039 


2,692 


258 


373 


91 


82 


22 


217 


Ruyuan 


8,786 


1 0,393 


1,290 


2,450 


2,881 


857 


1,943 


2,521 


277 


407 


160 


109 


73 


200 


West wing 






























Gaozhou city 


9,669 


12,354 


798 


1,167 


1,365 


402 


690 


1,174 


280 


442 


41 


20 


48 


129 


Deqing 


9,940 


10,613 


1,203 


1,481 


1,850 


683 


1,028 


1,757 


312 


327 


66 


106 


79 


23 


Pearl River Delta 






























Zengcheng city 


30,382 


50,443 


1,675 


2,547 


4,165 


933 


1,698 


3,211 


348 


361 


51 


37 


338 


548 


Province 


21,471 


32,895 a 




2,284 


2,854 




1,441 


2,303 




458 


162 




184 


272 



Sources: Guangdong Education Finance Bureau 2000, 2004-07; author's elaborations. 
Note: — - not available. 



Table 6A.2.1 2 Spending and Revenue Sources for Junior Secondary Education in the Seven County/City Sample 

2007 yuan, per student 



GDP GDP 
per per 

capita capita Spending Budget revenues Miscellaneous fees Other private funds 



Counties 


2004 


2007 


2000 


2004 


2007 


2000 


2004 


2007 


2000 


2004 


2007 


2000 


2004 


2007 


Mountainous areas 






























Dapu 


4,505 


5,448 


1,412 


2,504 


4,986 


852 


1,874 


3,806 


195 


368 


412 


160 


244 


674 


Qingxin 


6,678 


14,098 


1,076 


1,834 


2,681 


622 


1,222 


1,858 


343 


473 


278 


116 


124 


375 


Renhua 


7,406 


19,212 


1,638 


2,031 


3,634 


1,003 


1,274 


2,637 


279 


631 


153 


132 


71 


304 


Ruyuan 


8,786 


10,393 


1,660 


3,055 


3,517 


999 


2,249 


2,985 


323 


609 


256 


128 


134 


277 


West wing 






























Gaozhou city 


9,669 


12,354 


1,488 


1,826 


1,865 


601 


850 


1,537 


342 


676 


70 


323 


313 


255 


Deqing 


9,940 


10,613 


1,475 


2,122 


2,626 


761 


1,236 


2,096 


435 


493 


282 


127 


25 


36 


Pearl River Delta 






























Zengcheng city 


30,382 


50,443 


2,033 


2,972 


4,941 


1,075 


1,981 


2,895 


419 


550 


278 


127 


542 


988 


Province 


21,471 


32,895 




3,063 


3,985 




1,841 


3,012 




641 


254 




293 


482 



Sources: Guangdong Education Finance Bureau 2000, 2004-07; author's elaborations. 
Note: Numbers in italics are estimated. — = not available. 



Table 6A.2.1 3 Amount and Allocation of the Free Compulsory Education Scheme across the Seven County Sample 

yuan per student 

















Subsidy for 






Subsidy 


Subsidy for 


Subsidy for 


renovation/ 






for fees 


textbooks 


needy students 


refurbishing 


Financing shares 


Counties in sample 


7/1/1/: 
ZUUo 


7/1/77 
ZUU/ 


ZUUo 


7/1/17 

ZUU/ 


ZUUo 


7/1/17 

ZUU/ 


ZUUO 


7/1/7 7 
ZUU/ 


2007 


Dapu 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


1 00% province except 
maintenance (M) 


Primary 

i i 1 1 i i q i y 


288 


288 


12 


56 


19 


19 


155 


85 


M" fSft% nrnvinrp' -39% roi intv 


Junior secondary 


408 


408 


18 


99 


19 


19 


1363 


911 


M: 95% province; 5% county 


% of p^rh ^ 1 1 h^irlv 




















(primary) 


60.8 


64.3 


2.5 


12.5 


4.0 


4.2 


32.7 


19.0 


n.a. 


% of each subsidy 




















(junior secondary) 


22.6 


28.4 


1.0 


6.9 


1.1 


1.3 


75.4 


63.4 


n.a. 


Oi nnvin 
^/l 1 iy Al 1 1 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


1 nnO/i piri^v/i ni"~f} qvi"~£}|tI" rope (Pi 
I UU /0 piUVII lLtr trALtrpL I trtrb \\ ) 

^nrl m^intpnanrp 

Ct I \\J I I lull I LCI lul |l_CT 


Primary 


288 


288 


10 


50 


17 


25 


27 


128 


F' £50% nrn\/inrp' 90% rpntral nnvprnmpnt' 
7fS% nrn\/inrp' 94-% mi int\/ 

IV \ . 1 \J /U LJI^JVII ICC, £j \ /U CW W 1 ILy 


Junior secondary 


408 


408 


19 


90 


14 


21 


64 


392 


Fi 80% province; 20% central government 
M: 74% province; 26% county 


% of each subsidy 




















(primary) 


84.2 


58.7 


2.9 


10.2 


5.0 


5.1 


7.9 


26.1 


n.a. 


% of each subsidy 




















(junior secondary) 


80.8 


44.8 


3.8 


9.9 


2.8 


2.3 


12.7 


43.0 


n.a. 


Renhua 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


1 00% province except fees 


Primary 


185 


288 


25 


68 


32 


47 








F: 80% province; 8% central government; 



Junior secondary 293 408 36 112 

% of each subsidy 

(primary) 76.4 71.5 10.3 16.9 
% of each subsidy 

(junior secondary) 83.2 73.6 10.2 20.2 

Ruyuan n.a. n.a. n.a. n.a. 

Primary 288 288 100 100 

Junior secondary 408 408 180 180 

% of each subsidy 

(primary) 67.4 54.3 23.4 18.9 
% of each subsidy 

(junior secondary) 65.8 49.2 29.0 21.7 

Gaozhou n.a. n.a. n.a. n.a. 

Primary 144 288 50 

Junior secondary 204 408 90 
% of each subsidy 

(primary) 95.4 82.8 14.4 
% of each subsidy 

(junior secondary) 98.1 81.0 17.9 

Deqing n.a. n.a. n.a. n.a. 



F: 80% province; 8% central government; 
12% county 

n.a. 

n.a. 

1 00% province except 
maintenance 

M: 73% central; 22% province; 
5% county 

M: 57% central; 35% province; 
8% county 

n.a. 

n.a. 

1 00% provinces except fees 
F: 80% province; 20% county 
F: 80% province; 20% county 

n.a. 

n.a. 

1 00% provinces except fees 
and maintenance 



(continued) 



Table 6A.2.1 3 Amount and Allocation of the Free Compulsory Education Scheme across the Seven County Sample (continued) 
yuan per student 



Counties in sample 


Subsidy 
for fees 


Subsidy for 
textbooks 


Subsidy for 
needy students 


Subsidy for 
renovation/ 
refurbishing 




Financing shares 


2006 


2007 


2006 


2007 


2006 


2007 


2006 


2007 




2007 


Primary 


144 


288 


3 


50 


2 


4 


o 


29 


F: 81 


3% province; 20% county 




















M: 100% central 


Junior secondary 


204 


408 


g 




3 


5 


o 


Q 


F: 80% province; 20% county 


% of each subsidy 






















(primary) 


96.6 


77.6 


2.0 


13.5 


1.3 


1.1 


n.a. 


7.8 


n.a. 




% of each subsidy 






















(junior secondary) 


94.9 


81.1 


3.7 


17.9 


1.4 


1.0 


n.a. 


n.a. 


n.a. 




Zengcheng 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 


100 


% county/city except fees 


Primary 


168 


336 


5 


78 














F:8' 


Yo province; 92% city 


Junior secondary 


240 


480 


7 


155 


1 1 


27 








F:8< 


Yo province; 92% city 


% of each subsidy 






















(primary) 


97.1 


81.2 


2.9 


18.8 


n.a. 


n.a. 


n.a. 


n.a. 


n.a. 




% of each subsidy 






















(junior secondary) 


93.0 


72.5 


2.7 


23.4 


4.3 


4.1 


n.a. 


n.a. 


n.a. 





Sources: Guangdong Education Finance Bureau 2004-07; author's elaborations. 
Note: n.a. = not applicable. 
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Notes 

1. Also see Guangdong Education Finance Bureau (2007) for a description of 
the new scheme. 

2. This is where the de facto subsidy is the result of the extended new scheme 
applied in the fall and the targeted new scheme applied since the spring (and 
then merged into the extended new scheme). 

3. Although, strictly speaking, counties also add additional funds toward text- 
books and needy students (as they do in replacement of lost fees), which, 
however, are not part of the new scheme or the TEOS (but are recorded in 
total revenues and expenditures). 

4. Dapu turns out to be quite an exception for that educational level, given its 
proactive policy of resource mobilization in its small urban areas (making up 
for lost rural fees), its emphasis on maintenance, and its clearly decreasing 
rural and total enrollment in junior secondary (while Zengcheng is increasing 
in both). 

5. Note that all amounts in table 6A.2.13 are presented with relationship to 
rural students to make them comparable — although we know that subsi- 
dies for needy students and maintenance are not necessarily only for rural 
areas (however, probably they are to a large extent). Similarly, these 
amounts do not generally reflect the full yearly standards, as they take into 
account the actual coverage of the subsidies in terms of rural population 
(such as in the case of textbooks, where only from fall 2007 were all rural 
students covered by the new subsidy and before that only a small portion 
of them with a lower subsidy, and for needy students, where only a limited 
portion of students is covered with an increasing subsidy in time). This 
brings down the yearly standards to reflect actual coverage and phasing of 
the subsidies. 

6. As per the law, 100 percent was financed by the province or central govern- 
ment in the poorest counties (at least as per 2004 data) and 80 percent in the 
other poor ones (while Zengcheng financed practically all of it). 

7. These are, admittedly, very simplified simulations, which use the 2007 rev- 
enue data as their basis, since full 2008 data were not yet available at the time 
of the analysis. 

8. Costs include salary allowances and bonuses for permanent teachers and 
substitute teachers. 

9. All items used to be, to the extent possible, covered by the old miscellaneous 
fees. 

10. This is making the assumption that all migrants are already enrolled in the 
public urban system. 
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CHAPTER 7 



Skills Development in 
Guangdong Province 



Guangdong continues as an engine of growth for China and a force for eco- 
nomic reforms. With a population of 93 million in 2006, the province 
accounts for 12.4 percent of national gross domestic product (GDP). The 
Pearl Paver Economic Development Zone is the province's economic hub. 
From its early agricultural origins, it has benefited richly from China's 
reforms and rapid industrialization. From 1978 to 2005, the share of labor 
employed in the primary sector, mainly agriculture, fell from 77 percent to 
62 percent, and the share of labor working in urban areas in state-owned 
enterprises fell from 99 percent to 47 percent, as employment in the 
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results are reported in annex 7.2. The analysis was carried out as part of the overall study 
led by Xiaoqing Yu. The author gratefully acknowledges the contribution and collaboration 
of the Guangdong authority. 
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nonstate sector grew. The economy today is based on manufacturing and 
exports. Its GDP in 2006 was 2.6 trillion yuan, among the highest in the 
nation, with year-to-year growth in real terms of 14.4 percent. Its exports 
account for 3 1 percent of the nation's total. 

This growth has been fed by an abundant supply of rural surplus labor, 
but competition for this labor is increasing. Gains in agricultural productiv- 
ity nationally have helped create a large pool of surplus labor on farms that 
is supporting growth and industrialization through rural to urban migra- 
tion. Migrants have come from within the province's own rural areas, but 
also from other provinces, providing an estimated additional 1 6 million to 
21 million temporary residents. These migrants have filled jobs in con- 
struction and labor-intensive assembly operations producing electronics, 
garments, toys, and shoes. Conditions are changing, however, as the flow of 
rural labor has begun to tighten. Other regions like the Yangtze River 
Delta are attracting migrants with higher wages and better working condi- 
tions. A labor shortage began to emerge in 2004, with estimates indicating 
that Guangdong needed an additional 2 million workers. 

The rapid growth of the economy has created wealth, but failed to 
close the income gap between rural and urban areas. Since 1978, China's 
reforms and subsequent growth have lifted over 400 million out of 
poverty. In 2006, Guangdong's per capita income exceeded $3,500, 
making it one of China's six provinces and municipalities to reach this 
level. This growth, however, has come with greater inequality, as the per 
capita income of urban areas is 2.9 times that of rural areas. The gap is 
large by international standards, but lower than that in other regions. In 
western China, the income ratio is above 4.0. When adjustments are 
made for purchasing power, the ratio falls, but is still well above interna- 
tional norms. Differences in household characteristics explain nearly half 
of the gap, with education accounting for 25-30 percent of the gap 
(Sicular et al. 2006). 

Like other areas in China with rapid growth, Guangdong's economy is 
beginning to face new challenges. Wages, long kept low by the flow of sur- 
plus labor from rural areas, including from within Guangdong itself, have 
begun to rise, with wages in manufacturing and services outpacing those 
in agriculture. Economic pressures are introducing changes in the struc- 
ture of employment and reducing the importance of older, labor-intensive 
industries using large quantities of unskilled labor. Recent appreciation of 
the yuan against the U.S. dollar is, in turn, increasing competitive pressures 
on exports. In response, the mix of industries has begun to shift. The share 
of heavy industries in gross industrial output grew from 47.1 percent in 
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2000 to 61.6 percent in 2006. The output of high-technology indus- 
tries in 2006 was 4.7 times that in 2000. Despite the global economic 
downturn of 2008, Guangdong has seen continued growth in its high- 
technology sector. 

Employment is growing in urban areas and in the nonstate sector. Large 
numbers of adult workers will feel the effects of economic restructuring 
and changes brought about by economic pressures and the growing global 
financial crisis. In 2006, some 52.5 million workers were employed in the 
province, with large numbers moving to urban areas and employment in 
the nonstate sector. The fastest growing segments since 2000 were in the 
urban private sector, which grew by 251 percent, and among the urban 
self-employed, whose numbers expanded by 120 percent. These seg- 
ments accounted for 17 percent of total employment in 2006, nearly 
matching urban state-owned enterprises and collectives that accounted 
for 18 percent of total employment. Employment in the rural sector, rep- 
resenting 6 out of 10 workers, many in agriculture, showed an increase of 
only 1 1 percent from the year 2000. 

The changes taking place anticipate a workforce that has a higher level 
of skills than those used by older, labor-intensive industries. Among the 
leading new industries are electronic information, electrical and special 
purpose equipment, petroleum, and chemicals. These industries together 
accounted for 50.6 percent of industrial output in 2006. As part of the 
eleventh five-year plan, the province expects to become a regional finan- 
cial center and logistics hub in southern China, while further developing 
itself as a center for international business travel and shopping. These 
structural changes in the economy present important implications by 
increasing the demand for skilled workers to support the growth of new 
knowledge-based industries and sustain the competitiveness of traditional 
manufacturing. Evidence of skill bias in the demand for labor is found in 
rising returns to education, as observed in a number of recent studies. 1 

Preparing for structural changes in the economy is important to sus- 
taining social harmony. Guangdong faces growing social pressures as its 
economy changes. The global financial crisis that emerged in late 2008 
threatened exports and related employment in Guangdong and produced 
worker protests. As older industries decline and new industries emerge, 
jobs and income may be lost by workers as factories are downsized. 
Structural changes bring benefits and costs to workers, but not always 
in the same proportions. New industries can bring higher earnings, but 
those who lose their jobs may not be the same as those who qualify for 
employment in growing sectors. Policies that realign the cost and benefits 
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of structural change can promote labor mobility and improve market effi- 
ciency, productivity, and social harmony. Providing temporary income 
assistance to job losers, information about new employment, and access 
to the skills required by job openings can reduce workers' resistance to 
lost jobs and promote a smoother, more harmonious transition to new 
employment (Betcherman, Olivas, and Dar 2004). 

Governments play an important role in managing the cost of structural 
change. In most countries of the Organisation for Economic Co-operation 
and Development (OECD), governments play a central role in protecting 
workers facing job changes, allocating 1 to 2 percent of GDP for programs 
that protect incomes and facilitate change. Where job growth is active, 
helping displaced workers search for new employment is a low-cost, effec- 
tive measure promoting labor mobility and change in the economy. 
Counseling, instruction in how to search for work, job matching, and 
placement services (as offered by labor departments and some nonstate 
agencies) provide low-cost options for helping workers find first jobs or 
look for new jobs. Retraining workers is effective where displaced workers 
lack the requisite skills for the jobs available. Engaging employers in the 
design and delivery of training works better than school-based programs 
alone, but the latter can work, too, where schools contract directly with 
employers to deliver training that meets the employers' standards. 

Preparing for Change 

Workers' skills and education are an important constraint on growth, as 
viewed by employers. The World Bank's Investment Climate Assessment 
(ICA) survey was conducted in China in three waves from 2002 to 2004, 
covering 120 cities and 12,400 firms [World Bank 2006). Nine cities in 
Guangdong with a total of 900 firms were included in the survey and 
have been analyzed as part of this chapter. Guangdong was among five 
southeastern provinces ranked as having the best investment climate in 
China. Fourteen factors were ranked as potential constraints to growth. 
Among the factors in Guangdong, workers' skills and education were 
ranked as either the first or the second most important constraint to growth 
by one-third of the firms surveyed. Only access to dependable electrical 
power exceeded this in importance, as shown in figure 7.1. Nationally, 
access to finance was ranked as the most important constraint to growth, 
followed by worker skills and education. Improvements in workers' skills 
are a high priority as seen by employers. 2 

Investments in education and training are crucial to support Guangdong's 
shift to a more knowledge-intensive economy. China is close to achieving 
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Figure 7.1 Items Ranked as First- or Second-Most Important Constraint to Growth 
by ICA Firms 
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Source: World Bank 2006. 



universal compulsory education of nine years, although issues of quality 
remain. More attention is being given to post-basic education covering 
secondary and higher education. The nation's eleventh five-year plan calls 
for expansion of enrollments in vocational secondary education, with 
improvements in quality and teaching and improvements in the quality of 
higher education. Guangdong is following this plan and has virtually 
achieved universal compulsory education of nine years. Six out of 1 youth 
who complete nine years of schooling progress to senior secondary schools. 
Enrollment in senior secondary schools has grown by 40 percent since 
2000, from 5.42 million to 7.58 million in 2006, while higher-education 
enrollments in the province have nearly tripled to 1 million. Local govern- 
ment spending per student doubled from 2000 to 2006, shown in figure 
7.2, with spending as a share of government's total budget increasing from 
13.4 percent to 15.4 percent over this period. Guangdong is making a 
commitment to expand the education and training of the population. 
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Figure 7.2 Local Government Spending on Education Per Student, 2000-06 



■ null 

2000 2001 2002 2003 2004 2005 2006 
year 

Source: Guangdong Statistical Yearbook 2007. 

Students are given choices when pursuing a secondary education. For 
students completing nine years of basic education, the decision is whether 
to enter the workforce or continue onward to secondary education. For 
many youths in rural areas, rather than continue their education, the deci- 
sion is made to migrate to urban areas for employment. As an option for 
further education, secondary education is split into general, vocational, 
and technical schools, with the first two under the direction of the 
Department of Education and the third under the Department of Human 
Resources and Social Security. Many secondary technical schools, known 
as skilled worker schools, were formerly administered by other economic 
departments before their transfer to the Department of Human Resources 
and Social Security. State-owned enterprises played an important role in 
running these schools, but in the interest of focusing on their core business, 
reforms led to their divestiture of this responsibility. Consolidation reduced 
the number of technical schools from 717 in 1995 to 202 in 2006, with 
average enrollments per school increasing. 

Enrollments in vocational and technical education are expanding in 
comparison with regular secondary education. Reflecting the demand 
for skills, enrollments in vocational and technical schools are now 
expanding at a faster pace than enrollments in general secondary educa- 
tion. From 2000 to 2006, vocational and technical enrollments grew by 
55 percent and 158 percent, respectively, while the increase in general 
secondary education trailed at 35 percent. Strong job growth has under- 
pinned the demand for vocational and technical education and plans for 
its expansion. Overall, enrollment in vocational and technical schools is 
15.7 percent of secondary enrollment, with vocational school enroll- 
ments outnumbering those in technical education two to one. 
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The demand for advanced skills is also driving an expansion of higher 
education. The shift of the economy toward more knowledge-intensive 
industries is increasing the demand for advanced skills provided by higher 
education. Higher education includes a mix of institutions covering uni- 
versities, colleges (including technical colleges and senior vocational train- 
ing colleges), and adult colleges. Several of the senior secondary technical 
and vocational schools also deliver two years of postsecondary education 
and, thus, have a 3+2 structure. Enrollments in higher education have 
surged since 2000, increasing from under 300 thousand to over 1 million 
in 2006. As in other industrializing countries, vocational and technical 
education content in the first two years of higher education is expanding. 
The expansion of secondary and higher education is consistent with an 
economy that is becoming more knowledge-based. 

The economic benefits associated with education and training are evi- 
dent from rural and urban household surveys in Guangdong and are driv- 
ing demand for schooling. Estimates of private economic returns to 
schooling from the household surveys in China cited above provide evi- 
dence of growing demand for skills. There is evidence of this demand in 
Guangdong, as observed in new estimates of the returns to education and 
training from rural and urban household surveys conducted in 2005 and 
2007. 3 Estimates are produced for a representative sample of just over 
2,000 rural residents 16 years of age and older who had been away from 
home six months or more in the survey period and are therefore considered 
migrants. The rural sample of migrants is compared with estimates from 
a representative sample of some 3,000 urban residents 16 years of age and 
older in the same survey periods (see table 7A.2.15 in annex 7.2). Both 
samples demonstrate positive and statistically significant returns to school- 
ing with the returns rising by level of schooling. The returns to education 
are higher for urban residents than rural migrants, reflecting possible dif- 
ferences in the quality of rural and urban schools, but also possible labor 
market segmentation in the jobs available to rural migrants in urban areas. 

Earnings are higher for those who attend vocational and technical sec- 
ondary schools and for rural migrants who participate in vocational train- 
ing. The education regression coefficients estimated in table 7A.2.15 of 
annex 7.2 for rural and urban samples reflect the percentage difference in 
annual earnings between those in a schooling category and those in the 
omitted group with some primary or no schooling. Eight out of 10 rural 
migrants in the sample have only a junior secondary education. Their earn- 
ings are 1 percent higher than those with some primary or no schooling. 
For the roughly 1 percent of rural migrants who have a general secondary 
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education, earnings are nearly 14 percent higher than for those who have 
only primary or no schooling, but for the 7.5 percent of rural migrants who 
have a secondary vocational or technical education, the earnings differen- 
tial rises to 3 1 percent. For urban residents there are positive earnings dif- 
ferences for both general secondary and vocational and technical secondary 
education, but the difference still favors vocational and technical education. 4 
Rural migrants were asked if they had participated in a vocational training 
program. Less than one-third in the sample reported this training, but those 
who did showed a 4 percent gain in annual earnings in the merged samples. 

For those enrolling in secondary and higher education, there are 
issues of quality and relevance to be addressed. Quality turns out to be 
an important determinant of demand. Schools that meet a higher stan- 
dard of quality are called key schools, and fees are higher in these 
schools. The Asian Development Bank in a 2006 study of Guangdong 
highlighted teachers and teaching quality as an issue in secondary 
schools. Courses in vocational and technical schools were expected to 
balance theory and practice in roughly a 60:40 ratio, with the ratio for 
practice rising as the student progressed in the program. In key schools, 
only 30-40 percent of teachers had industrial experience for guiding 
practice, and in other schools the percentage was lower. The problem 
was compounded by inadequate facilities and outdated equipment in 
even some of the key schools. Curricula were also dated and no longer 
relevant to industry using modern technologies. Management of schools 
in a market economy was also found to require strengthening and 
updating. When combined, quality and relevance are important issues 
affecting vocational and technical secondary schools. 

Meeting these education challenges may be more difficult in rural areas. 
Rural areas tend to be weaker in fiscal terms than urban areas. As a con- 
sequence, government expenditures per capita are lower in cities with 
large rural populations. Guangdong is divided into 21 cities. This is shown 
in figure 7.3 below by regressing per capita spending by local govern- 
ments on the share of a city's population in urban areas. The relationship 
of the two measures is statistically significant. To the extent lower govern- 
ment spending translates into lower spending on education in rural areas, 
as it likely would unless these areas gave a higher priority to spending on 
education, the pattern points to an issue that stands in the way of reduc- 
ing the urban-rural income gap. The data in figure 7.3 are taken from the 
2007 Guangdong Statistical Yearbook. They exclude government spending 
in Shenzhen, which is higher than that in other cities due to spending in 
the industrial zone. 
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Figure 7.3 Lower Per Capita Government Spending in Cities with Large 
Rural Populations 
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Living in a rural area lowers the chances of attending a secondary 
school, but does not appear to alter the quality of the school or access to 
vocational schooling. In the 21 cities that constitute Guangdong province, 
9 percent of the population attends either a regular or a vocational sec- 
ondary school. Figure 7.4 shows this percentage rising with the share of a 
city's population in urban areas. Rural residents are less likely to attend a 
secondary school, with this relationship statistically significant. Schools in 
rural areas are slightly larger in size, but this is not correlated with qual- 
ity as measured by student-to-teacher ratios, which range from 17.9 in 
Chaozhou to 29.3 in Guangzhou. The share of vocational enrollment is 
also not correlated with the share of a city's population in urban areas. 

Other dimensions of quality in education may be captured by patterns 
of spending on education in rural and urban areas. Efforts to assemble 
these data have proven difficult. Ideally, spending on education should be 
accessible by school, with the possibility for comparing spending per stu- 
dent among counties and cities. This would also allow for comparison of 
spending on educational inputs for instruction, textbooks, equipment, 
and facilities between urban and rural areas as an indicator of education 
quality. While aggregate government spending per capita is higher in 
urban areas, as shown above in figure 7.3, questions remain about spend- 
ing for education in urban and rural areas. Steps need to be taken to cap- 
ture spending on education by school for further analysis of differences in 
spending between urban and rural areas. 

The urban-rural income gap can be reduced by increasing the number 
of youth in rural areas who continue on to a secondary education. The 
reasons behind lower secondary enrollments in rural areas include such 
factors as the cost of school fees for low-income families, distance to 
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Figure 7.4 Rise in Share of the Population Enrolled in a Secondary School with 
Rise in Urban Share of a City's Population 
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schools, and the potential earnings gains for migrants to urban areas who 
complete nine years of schooling. The Dibao poverty program pays school 
fees for youths from low-income families, but the size and coverage of the 
subsidy may or may not be sufficient to cover the direct and indirect costs 
of schooling for those in rural areas. It may not offset the attraction of 
earnings for those who migrate to urban areas. This issue merits further 
study to understand the level of fees paid by the Dibao program, as com- 
pared with the opportunity costs of a secondary education for rural 
migrants. These costs include the direct cost of secondary schooling, as 
well as the indirect cost in the form of forgone earnings from migration 
and work in urban areas. 

Without more emphasis on retaining rural youth in secondary educa- 
tion, rural residents will fall further behind in incomes as Guangdong's 
economy becomes more knowledge-intensive. In 2006, migrant workers 
from rural areas accounted for one-quarter of the working population 
in Guangdong {Guangdong Statistical Yearbook 2007). Eight out of 10 
migrants were under 30 years of age. Young men outnumbered young 
women and accounted for 59 percent of migrants. The majority of 
migrants were temporary, generally returning to their area of origin after 
three to five years, but as hukou reforms took hold, more migrants were 
likely to remain in Guangdong, along with their limited educations. Eight 
out of 10 migrants had nine years of schooling or less, with 70 percent 
having completed nine years of schooling. Only 1 out of 10 had com- 
pleted a senior secondary education and another 7.5 percent a secondary 
specialized school, with 2.5 percent having some junior college or more. 
Two-thirds of migrants had not taken any professional training. Nearly 
half worked in assembly operations in manufacturing. This population 
will be disproportionately affected by the structural changes taking place 
in the province. 
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Offsetting the attraction of migration is one way to encourage more 
rural youth to continue on to a secondary education. In Latin America, 
conditional cash transfers are found to be a cost-effective instrument for 
encouraging young people to remain in school. Cash transfers are made 
to families of the poor on the condition they keep their children enrolled 
in school. These programs have been successful in countries like Brazil, 
Honduras, Jamaica, and Mexico (Bourguignon, Ferreira, and Liete 2003; 
Rawlings and Rubio 2003). As an illustration, the Progresa program in 
Mexico has increased transitions to secondary school by nearly 20 per- 
cent, with educational attainment increasing by two-thirds of a year 
(Skoufias 2001). In Indonesia, scholarships given to 6.5 million children 
during the East Asia crisis as part of a social safety-net program helped 
reduce lower secondary school dropouts by 24 percent. The Dibao pro- 
gram could easily target rural poor families and provide a direct subsidy 
to households to offset the forgone earnings from migration, in return for 
youth continuing to secondary schools. 

Offering more options for vocational and technical education appeals 
to students with different learning interests and provides another means 
to retain more rural youth in secondary education. Expanding access to 
vocational and technical education can expand secondary enrollments. 
The attraction of vocational content in the curriculum can lead some 
youths to remain in school longer than they might have with only the 
choice of an academic curriculum. This, of course, may come at a higher 
unit cost than general secondary education, where equipment for practi- 
cal studies is provided. Allowing students to prepare for their chosen 
careers in upper secondary school provides for greater choice and increases 
the share of young people who choose to stay in school when they are 
past the compulsory schooling age. Evidence of this comes from studies 
in OECD countries reporting that a 10 percent increase in the share of 
upper secondary students in vocational and prevocational programs is 
associated with a 2.6 percent increase in the secondary school graduation 
rate and a 1.9 percent increase in the proportion of 15- to 19-year-olds in 
school (Bishop and Mane 2005). 

Other countries have set targets for the share of students enrolled in 
vocational and technical education, but the share of enrollments shows 
no statistical relationship with the successful integration of youth into 
employment. China has called for the enrollment of 50 percent of sec- 
ondary students in vocational secondary education. Guangdong is some 
distance from this target, with 15.7 percent enrolled in vocational and 
technical education. Figure 7.5 plots the youth-to-adult unemployment 
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Figure 7.5 Youth-to-Adult Unemployment Ratio and Percentage of Senior 
Secondary Vocational Enrollment in OECD Countries, 2005 
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ratio against the share of youth in vocational secondary education in a 
number of OECD countries. Youth unemployment rates are typically two 
to three times those of adult rates. While providing an incentive to stay in 
school, an increase in the share of secondary enrollments in vocational 
and technical education shows no correlation with the subsequent inte- 
gration of youth into the labor market as reflected by the ratio of youth- 
to-adult unemployment rates. Countries like Germany have enrolled nearly 
65 percent of students in vocational secondary schools and kept the ratio 
of youth-to-adult unemployment near 1, but a country like the United 
Kingdom, with a similar share enrolled in vocational schools, shows no 
benefit, with a ratio of youth-to-adult unemployment that is over 3. 

Nonstate providers offer an opportunity to expand education and 
training opportunities without substantial cost to the state. In 2005, there 
were 123 private vocational senior secondary schools in Guangdong. 
These schools enrolled 80,171 students, with the average school size 
about half that of public vocational secondary schools. Estimates from the 
Asian Development Bank in 2006 indicated that private vocational and 
technical schools represented approximately 7 percent of vocational and 
technical enrollments in Guangdong (Asian Development Bank 2006, 
42-44). Less than 10 percent of schools owned their own facilities. They 
adhere to standards set by the Department of Human Resources and 
Social Security and are given up to three years to comply with standards 
and become registered. If they fail, they are closed. Their quality is said to 
be variable and, on average, lower than that of state schools. While China's 
education policy supports private schools like these, in practice there is 
little government support available. 
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Employers are another source of financing and provision of skills that can 
reduce demands on state provision. The World Bank in its 2006 ICA survey 
documented the role of employers in training in China and Guangdong. 5 
Firms were asked by the survey if they trained their employees. Nine out of 
ten firms in Guangdong provided some training to their workers, a figure 
slightly higher than the national figure. The percentage of firms training in 
China was high in comparison with other countries in East Asia. As a 
region, East Asia in 2005 had the highest share of firms training, with 60 
percent. The share, for example, falls to under 20 percent in the Middle East 
and North Africa [Hong 2005). About half of the training financed by 
employers is delivered by external providers, often on-site in the enterprise, 
but also outside in institutional settings. Employers may further provide 
their own training in the enterprise using their own skilled workers. 

Enterprises, however, cannot be depended upon to provide all the 
training needed in the economy. Not all firms will train, and among 
those that do, not all workers will be trained. Firms that train are likely 
to be larger in size, engaged in exporting, and investors in research and 
development. Large firms with 150 or more workers are three times 
more likely to train than smaller firms with less than 1 workers. Figure 
7.6 illustrates the relationship between firm size, measured by employ- 
ment, and the likelihood of workers being trained. The proportion of 
workers trained in each firm also increases with firm size. This pattern 
is evident in other countries with ICA surveys. Firms are also more 
likely to train when they have an educated workforce. This is correlated 
with the firm's use of more advanced technology (see figure 7.7). 
Viewed from another perspective, part of the benefit of expanding sec- 
ondary education comes in the form of the additional access these 

Figure 7.6 Large Firms in Guangdong More Likely to Train than Smaller Firms 
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Figure 7.7 Firms with an Educated Workforce More Likely to Train 
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workers will have to enterprise training. The same pattern applies to 
those with a higher education and is confirmed by household surveys. 

For rural migrants, additional years of schooling increase the chance of 
participating in a postschool training program, leading to higher earnings. As 
reported above, one out of three rural migrants has participated in a train- 
ing program providing work skills. Using the Guangdong rural household 
surveys in 2005 and 2007, estimates of the likelihood of participating in a 
postschool training program are provided by years of schooling for house- 
hold heads who are away from home six months or more and are likely to 
be migrants. These estimates, shown in table 7A.2.14 of annex 7.2, indicate 
that a junior secondary education, when compared with a primary educa- 
tion or less, does not increase the chances for participating in work skills 
training; but a general secondary education raises the likelihood of training 
by nearly 36 percent, and a secondary technical education increases this like- 
lihood by 78 percent — higher, even, than a university education. 6 In general, 
an additional year of schooling raises the chances for training by 9 percent 
when the likelihood of training is regressed on a continuous measure of 
years of schooling. These results are statistically significant. Keeping rural 
youth in school for secondary education increases their chances for acquir- 
ing additional work skills. As reported, the earnings of those with training are, 
on average, 4 percent higher than the earnings of those without training. 

Meeting the Challenge for Skills Development 

Guangdong faces a series of interrelated challenges to meeting the rapidly 
changing skill needs of its economy. The challenges begin with how to 
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govern a community of skills providers that encompasses state and non- 
state providers to ensure that national and local objectives for a skilled 
workforce are met. The Ministry of Education is only one of many 
providers in this community. A second challenge is how to finance this 
diverse provider system and ensure its efficient operation, including get- 
ting the most from public expenditure on skills development. A third 
challenge, related to this, is how to broaden the role played by the non- 
state sector in the financing and provision of skills in partnership with the 
state sector, while promoting quality and providing protection against 
consumer abuses. A fourth challenge is how to build and strengthen mar- 
ket institutions that promote quality and enable a diverse provider com- 
munity and consumers to produce the skills needed by the economy. A 
final challenge at the school and training-center level is how to deliver 
high-quality skills relevant to market needs in a cost-effective manner. 

Governance 

Coordination of the diverse provider community for skills development 
requires a strong governance framework. The Department of Education 
and the Department of Human Resources and Social Security play a 
central role in preparing youths for employment with secondary educa- 
tion. They are joined by other technical ministries and a small, but 
growing, number of private schools in the delivery of education and 
training. Once a youth leaves school and enters the world of work, the 
ways by which skills can be acquired become more diverse. Employers 
play an important role in providing apprenticeships and structured 
work experience, but also in financing short-term training for upgrading 
of the workforce. The short-term training may be provided within the 
firm by the employer's skilled workers or by financing training by pub- 
lic or private training institutions. Governments play an important role 
in providing a policy framework that guides the functioning of these 
diverse providers of skills. Faced with this diversity, governments in 
countries like Australia, Chile, Singapore, and South Africa have created 
coordination bodies. 

Governance frameworks include national and regional training author- 
ities run by governing boards that include public and private members, 
with roles and responsibilities defined in legislation and decrees. The 
duties and powers of these authorities vary, but all have the overarching 
objective of creating a more coherent policy and operations framework 
for providers and consumers of education and training whose purpose is 
helping a workforce prepare for employment. The option exists for 
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Guangdong to establish its own provincial training authority and give it 
oversight and advisory responsibilities, and possibly implementation 
responsibilities for some activities. The powers accorded these bodies in 
other countries include providing advice to policy makers, as in the case 
of the National Skills Authority in South Africa serving the Minister of 
Labour, but also having actual authority for implementation of policies 
and delivery of training services, as in the case of the National Industrial 
Training Service (SENAI) in Brazil. 

Training authorities serve as an umbrella for other market institutions 
that improve the operation of training markets. Training authorities are 
established with a board of governors. The membership varies in number, 
with members representing government, employers, and sometimes com- 
munity and worker organizations. The board meets on a regular basis to 
establish policies and set strategic direction for skills development and to 
monitor and guide activities. It is supported by a permanent staff and 
director carrying out the designated functions of the authority. The author- 
ity may function at the provincial level, but also establish subprovincial 
bodies at the city or sector level to bring activities closer to local markets. 
The functions performed vary and may include such activities as devel- 
opment of training strategies, review and coordination of government 
budget allocations for skills development, monitoring of labor market 
developments and trends, maintenance of a quality assurance framework 
covering accreditation and certification systems, operation of training 
funds, regulation of nonstate provision, and monitoring and evaluation. 

Creating a provincial training authority would address the growing 
fragmentation in the provision of skills and lead to a more strategic use of 
public expenditure. A provincial training authority includes representa- 
tives from provincial government agencies responsible for education, 
training, and human resources development; employers representing 
state-owned and private enterprises and key sectors of the economy; and 
community leaders. The last might, for example, include representatives 
of rural migrants. The powers and duties of the body would be defined by 
provincial leaders in bylaws, but focus on development of a provincial 
skills strategy; review and coordination of spending by provincial govern- 
ment agencies on skills development; oversight of a quality assurance 
framework to ensure the quality and relevance of training offered by pub- 
lic and private providers; and monitoring and evaluation of outcomes rel- 
ative to performance targets and use of this analysis in provincial 
planning, policy development, and budgeting for skills development. 
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Financing 

Changing how skills are financed is a powerful tool to get better results 
from public expenditure. While mobilizing more financing for skills 
development is a concern of governments, how money is spent can be 
even more important to meeting an economy's objectives for skills 
development. Spending in many cases focuses on inputs to education 
and training, starting with the number of classrooms built or refurbished, 
equipment bought, instructors hired, and classes offered. Budgets are 
created based on plans for these inputs. Yet buying the inputs does not 
guarantee marketable skills will be produced. Incentives need to be put 
in place to encourage public and private providers to deliver education 
and training of good quality that is responsive to market demand. For 
private providers of education and training, the incentives are already in 
place, since consumers who pay for services are not expected to continue 
enrolling in programs that do not produce results in employment and 
earnings. The same type of incentives can be put in place for public 
providers by financing them in ways that hold them accountable for 
good performance. 

Shifting to performance-based budgeting (PBB) that holds public edu- 
cation and trainers accountable for results would change the incentives for 
their performance. The incentives faced by private providers of education 
and training can be replicated for public providers. PBB has been used in 
countries like India, Indonesia, and the United States to shift the focus of 
public service delivery away from budgeting for inputs to budgeting for 
outcomes. The objective of PBB is to make the budget process more pol- 
icy oriented by presenting information on the intended policy objectives, 
the methods to be used, and their cost. Rather than combining inputs and 
their cost in a budget, PBB calls for agreement first on the results to be 
achieved — for example, the share of students who can pass national certi- 
fication exams for the program, the share of students who can find work 
using their skills in a given period of time, or even targets such as raising 
the percentage of program completers. These results are called key per- 
formance indicators, and the budgeting process focuses on strategies to 
achieve these objectives and the activities to produce the results. 

The key to PBB is holding those who deliver public services account- 
able for results. This is what "changing the incentives" for performance 
means. No longer is it sufficient to purchase the inputs and deliver the 
education or training program. Success is judged by whether key per- 
formance outcomes are achieved. Good performance can be encouraged 
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by either positive or negative reinforcement. Applying this approach 
requires merit-based personnel systems. Managers may be rewarded for 
meeting agreed-upon performance goals or sanctioned for failing to meet 
them. Sanctions come in the form of lower salary increases, fewer promo- 
tions, or even reassignments where failure persists. At the same time, man- 
agers and teachers must be given the tools with which to succeed. This 
includes adequate training and operating resources to accomplish the 
agreed-upon task and achieve the key performance indicators. Some coun- 
tries with PBB experience include Australia, Chile, Colombia, France, the 
Russian Federation, the United Kingdom, and the United States. 7 

Chile has been on the cutting edge of performance-based budgeting 
for many years, having started by introducing performance indicators in 
1993 and a system of program evaluation in 1997. PBB represents a 
general approach to public management and is not specific to skills 
development, but it can be readily adapted to public delivery of educa- 
tion and skills. In Chile today, every program identifies its clients, out- 
puts, performance indicators, and goals with evaluations linked to the 
budget cycle. In a report given to the World Bank in October 2008, a 
representative of the Ministry of Finance offered some lessons from 
Chile's experience with PBB. 8 Budget reforms have taken place gradu- 
ally, shaped by the capacity of agencies. Strengthening capacity for pro- 
gram evaluation is essential to make PBB work. Evaluations can be kept 
simple with desk studies and reviews of program logical frameworks. 
Monitoring systems need to be established with performance indicators 
that initially focus on processes before moving to outputs and out- 
comes. A range of financial incentives is provided to encourage good 
performance. Chile's Budget Office has played an important role in 
guiding the budget reform. 

Using public finance and competition can also promote better out- 
comes for skills development. Rather than financing schools and training 
institutes for services delivered, governments can elect to provide financ- 
ing to the end user, the trainee, usually in the form of a voucher, and 
allow the user to shop for services. The rationale is that the user is bet- 
ter equipped to make decisions on the choice of providers and services 
needed by the market. By placing purchasing power in the user's hands, 
competition by service providers is expected to provide the user with 
more choices at a lower cost. Spending may be restricted to certain 
providers and classes of services and targeted to those meeting eligibility 
criteria, such as youths, displaced workers, rural migrants, or households 
in poverty. Some countries using vouchers for education and training 
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services are Australia, Canada, Chile, Denmark, France, Germany, the 
United Kingdom, and the United States. 9 China has its own version, as 
found in the "Sunshine Program," which provides rural migrants with 
support for training and personal expenses, but without promoting com- 
petition for delivery of the training services. 

Vouchers have been used to encourage further education for youths 
and young adults. In the United Kingdom, if you are 16-18 years of age 
and have left or are about to leave compulsory schooling, you may apply 
through the Learning and Skills Council for an Education Maintenance 
Allowance of up to $45 per week to cover books, tuition, travel, or any- 
thing useful to continue learning. For those 1 9 and over who are studying 
for their first full level 2 or level 3 qualifications, Adult Learning Grants 
are available, paying a similar amount. These voucher programs have 
increased the numbers of youth engaged in learning. In Australia, Work 
Skills Vouchers worth $2,000 are available from the Department of 
Education, Employment, and Workplace Relations to those 25 years of 
age or over who lack a year 12 or equivalent qualification. The voucher 
may be used at accredited institutions for the cost of basic education, 
vocational level 2 courses, and accredited literacy and numeracy courses. 
Similarly, vouchers for $330 per year are available for the first two years 
of an apprenticeship program in an area of high demand. Critics of these 
vouchers in Australia argue the shift to demand-side financing has failed 
to offset the concurrent reduction in financing for training institutions. 

There are preconditions that enable vouchers to meet their objectives. 
First, the approach is based on the assumption that the user has adequate 
information about the service to be bought — for example, on differences 
among providers in cost and quality. This may be difficult to satisfy in the 
case of training where the service is heterogeneous and quality is difficult 
for the individual user to ascertain. Second, there has to be an adequate 
number of providers to promote competition. Where government is the 
only provider, this condition is unlikely to be met. Certain markets, like 
rural areas, may not be sufficiently attractive to sustain enough providers 
to promote competition. Collusion among providers on services offered 
and prices cannot be allowed. Governments can mitigate these risks by 
providing information about services to consumers, establishing accredi- 
tation systems, and using bidding competitions to establish market prices 
for services. The potential scale of the market created by the purchasing 
power of the vouchers may attract new entrants and providers. In the end, 
when both state and nonstate providers are eligible for receipt of vouch- 
ers, competition is enhanced. 
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Training funds are an intermediate step to vouchers, using financing and 
competition to promote better outcomes for skills development. Training 
funds are a popular financing tool used by countries to encourage more 
enterprises to train, but also to buy training services competitively on the 
open market from public and private providers for target groups (Dar, 
Canagarajah, and Murphy 2003) . Malaysia and Singapore are two countries 
that offer examples of well-run training funds. Financing for funds often 
comes from a tax on employer payrolls of 1-2 percent; from a government's 
budget provided by general taxation; and, in some countries, from donors 
and financing agencies like the World Bank. The fund in turn buys training 
services for target groups, using competitive procedures or levy-grant 
arrangements where it disburses funds to enterprises to carry out approved 
training programs. In Brazil, employer tax proceeds flow directly to a 
national training service administered by employers (SENAI). In South 
Africa, 27 Sector Education and Training Authorities administer a levy-grant 
scheme providing employers with financing for training. 

The fund offers a convenient vehicle for consolidating government 
spending on training and administering resources in a strategic manner. A 
fund is administered by a governing board that includes employer repre- 
sentatives, thus linking decisions on spending to the demand side of the 
market and improving the relevance of the training purchased. The fund 
and its technical staff are often in a better position than individuals to sort 
out good from bad training, by virtue of seeing providers and their serv- 
ices on a frequent basis. The scale of a fund's activities also places it in a 
better competitive position than individuals to purchase training services 
and hold the provider accountable for quality and relevance. A fund could 
be useful in Guangdong to focus government training initiatives on, say, 
rural migrants. Where financed by payroll taxes, the fund ensures a more 
equitable distribution of training costs among enterprises, avoiding the 
"free-rider" problem by all eligible firms paying their share of training 
costs. These funds are more often used for in-service training rather than 
pre-service training, but they can support both. 

Nonstate Provision 

Few countries can afford to meet all the skill needs of a modern economy 
with public expenditure only. By opening the market to nonstate 
providers, pressure on the state as a provider of skills is reduced and pri- 
vate capital mobilized in building education and training capacity. In 
Guangdong, nonstate providers of both education and training are rela- 
tively underdeveloped. The Asian Development Bank estimate from 
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2006 indicated 7 percent of training capacity in secondary education is 
privately owned. The evidence available describing this capacity high- 
lights its responsiveness to market demand, but raises questions about its 
quality. Experience in many countries suggests that nonstate providers of 
training tend to focus on short-term training programs, programs that 
require modest capital for entry allowing easy exit, and locations in urban 
areas where industry tends to locate, leaving rural areas underserved. 
These programs fill a useful niche in the market for training, but are 
unlikely to meet all the needs for training and replace the role of the state. 

Steps can be taken by government to promote expansion of nonstate 
capacity. These steps start with a clear set of regulations that do not dis- 
criminate against private providers in favor of state provision. The regula- 
tion of private providers of education and training by the state is done 
with the intent of protecting consumers from exploitation and abuse. 
Licensing, for example, is an instrument of the state to apply minimum 
standards for carrying out private training activities in return for the legal 
right to offer these services. Care should be taken to ensure that require- 
ments for licensing are reasonable and relevant to protecting the con- 
sumer and do not unreasonably act as a barrier to entry for providers. 
Costly regulations, rather than having a clear business rationale, can be 
used as a tool to prevent new providers from entering a market. This 
restricts competition, raises prices, and reduces incentives for innovation. 
Thailand provided an example of this some years ago when it placed a cap 
on fees that could be charged by private providers, with the result that 
providers of more costly advanced skills were screened out of the market. 

Public information on performance and abuses can serve as a low-cost 
means for regulation of private education and training. Information on 
accreditation, for example, can help consumers sort good from bad train- 
ing, both public and private. Unlike licensing, which establishes a mini- 
mum set of standards for providers, accreditation establishes a higher 
standard for quality and relevance that is met voluntarily by providers. 
Both public and private providers can become accredited. Consumers can 
use information on accredited training organizations to identify good train- 
ing. Public financing and support for training, like that offered by the 
Dibao program, can be restricted to accredited providers, therefore becom- 
ing an incentive for providers to meet accreditation standards. Accrediting 
can be done by the state, by international bodies, by industry groups, and 
by voluntary associations of providers. The United Kingdom offers an 
example of an international accreditation body in APMG-Australasia, 
which has offices in Australia. A regional accreditation body, the New 
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South Wales Vocational Education and Training Accreditation Board, also 
provides services in Australia. 

Opening access to public financing for private education and training 
creates a level playing field for public and private provision and encour- 
ages competition. As described above, countries with training funds have 
used these funds to promote competition by making public and private 
providers eligible for financing. The case of the National Service of 
Training and Employment in Chile is an example. It offers training fel- 
lowships for low-income groups and procures these services from public 
and private providers. The competition helps improve quality and secure 
services at competitive prices. The source of funding ensures a market 
for private providers who wish to enter the competition. Another exam- 
ple of this practice is found in the Industrial Vocational Training Board 
of the island state of Mauritius. The earlier example of vouchers also pro- 
vides a potential market for private providers of education and training. 
Assurances of the market and its size can reduce the risk to investment 
for private providers of education and training. 

Market Institutions 

Market institutions help guide the decisions made by all participants in 
labor markets. Institutions that produce and disseminate labor market 
information help households make decisions about what jobs to pursue 
and qualifications to acquire, while also helping employers set wages that 
match demand with supply and choose cost-effective ways to produce 
their products and services. This information helps schools and training 
centers determine what fields of study to offer and competencies to 
develop. Other institutions set competency standards and test and certify 
that trainees meet these standards. Setting competency standards helps 
guide curriculum development, determine what equipment is to be 
purchased for workshops, assess the potential productivity of a worker, 
and measure the effectiveness of education and training programs. Still 
other institutions license and accredit education and training organiza- 
tions, providing information to market participants about the quality of 
services offered. Regulators protect consumers and reduce risk in the 
market. Research organizations monitor and analyze labor market trends 
and evaluate the effectiveness of education and training programs as a 
guide for policy development. 

Without effective market institutions performing these functions, 
Guangdong may suffer bottlenecks in the delivery of skills, with 
these bottlenecks acting as a constraint to growth. Without adequate 
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information, essential skills may not be produced in sufficient quantities 
and quality to meet market demand. Other skills may be produced when 
no longer needed, leading to unemployment for those with these skills. 
The problem of matching demand with supply may go beyond adjusting 
the supply. Wages may be set at levels that discourage sufficient private 
investment in education and training, leading the state to subsidize the 
cost of investment in skills to ensure adequate supplies of qualified labor 
for the economy. Households may not be able to sort good from bad 
training, leading to wastage of private and public resources. Labor mar- 
kets work best, therefore, when market institutions provide the informa- 
tion needed by all participants to guide their activities. 

Governments play a critical role in developing and maintaining mar- 
ket institutions. While private employment services are emerging in 
Guangdong to match skilled labor with demand, and employers are 
directly contracting with training organizations to produce the labor 
and skills needed, not all workers are served by these institutions. The 
labor exchanges operated by the Department of Human Resources and 
Social Security play a critical role in serving those left out, often those 
who are unskilled and in small rural markets that are unprofitable for 
private employment services to serve. Not all labor market information 
is profitable to produce and disseminate, and thus, governments play a 
critical role in assuring its availability to all. Large corporations in the 
field of information technology are helping set competency standards 
for training — Cisco and Microsoft, for example — but in many fields no 
widely accepted standard-setting bodies exist as a guide to training 
organizations. Similarly, no widely accepted system is in place for assess- 
ing and certifying competencies to help in hiring, setting wages, and iden- 
tifying good-quality training. Self-regulation may work in some cases, but 
governments are an essential part of market regulation. Governments also 
have a strong interest in monitoring and evaluating market outcomes as a 
guide to policy development that is evidence-based. 

The need for building and strengthening market institutions by gov- 
ernment is often overlooked, and this may be the case in Guangdong. The 
private sector will underinvest in this activity because of its public-goods 
nature. A nascent training market and its institutions have begun to 
emerge in China and Guangdong. These market institutions that provide 
labor market information, a qualifications framework and instruments for 
quality assurance of the education and training offered, and capacity for 
the testing and certification of skills and accreditation need to be carefully 
studied and evaluated. Many schools and training centers have begun to 
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track graduates and assess their employment and earnings. This helps 
schools determine the relevance of the education and training they offer. 
Missing amidst these initiatives is a world-class institution with capacity 
to monitor labor market developments, highlight the effectiveness of edu- 
cation and training policy initiatives, and use this information as an empir- 
ical basis to guide policy development for the province. Guangdong 
would benefit from giving more attention to strengthening its market 
institutions. 

A provincial qualifications authority, operating independently or under 
the direction of a provincial training authority, holds promise for improv- 
ing the quality and relevance of education and training. Countries like 
Ireland, New Zealand, and the United Kingdom have introduced national 
qualifications authorities for this purpose. These authorities play a role in 
defining qualifications, setting competency standards, and testing individ- 
uals and certifying skills. These are functions now performed by the 
Department of Human Resources and Social Security. By government 
providing these services, employers are able to identify workers with rel- 
evant skills, and individuals can sort among education and training insti- 
tutions with successful records in helping students meet certification 
requirements. These authorities may play a second role in assessing past 
learning and qualifications, regardless of the provider of skills, enabling 
individuals to qualify for further education or training. This improves 
articulation and mobility between education and training institutions. 
While the benefits of this are substantial, the cost of establishing and 
maintaining this second role can be considerable. Countries like South 
Africa have encountered considerable difficulty in implementing such a 
system [Young 2005). 

School Reforms 

The weaknesses noted earlier in vocational and technical education 
affecting the quality and relevance of skills produced require additional 
investment and reforms at the school level. School-based reforms join 
other reforms involving governance, financing, the role of the nonstate 
sector, and development of market institutions to influence how success- 
ful the province is in adjusting the skills of its workforce to the structural 
changes taking place in the economy. With support from the World Bank, 
the province is currently piloting school-based reforms in three technical 
schools: the Guangdong Urban Construction Secondary and Tertiary 
Technical School, the Guangdong Light Industry Secondary and Tertiary 
Technical School, and the Yangjiang Secondary and Tertiary Technical 
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School. The three schools offer a 3+2 structure combining senior second- 
ary education and the first two years of postsecondary education. Located 
in urban areas in the province, the three schools each enroll large num- 
bers of students from rural areas. 

The pilot project will be monitored for lessons to guide the reform of 
technical and vocational schools in Guangdong and other provinces. The 
project interventions address issues affecting the quality and relevance of 
the skills training offered by the three schools. It supports initiatives to 
strengthen the link between schools and employers, covering short-term 
attachments to industry for instructors, internships for students, and 
advisory committees. It promotes innovation by introducing a modular, 
competency-based training (CBT) curriculum with competency stan- 
dards defined in consultation with industry. Instructors will be trained to 
use the CBT curriculum, and a new assessment system will be developed 
to test and certify the competencies acquired by students. School man- 
agement will also be strengthened. Along with these interventions, the 
project supports the upgrading of school facilities and equipment. The 
project is a pilot and includes actions to capture and disseminate lessons 
from the experience. 

The introduction of the modular CBT curriculum shifts attention 
away from inputs to outcomes of the education and promotes greater 
accountability by schools and training centers. Outcomes are defined in 
terms of competencies established with advice from industry and schools, 
and training centers are measured by their success in helping students 
attain these competencies. The modularity of the curriculum provides a 
more flexible training system aiding lifelong learning. The curriculum 
accommodates new entrants to the labor market and workers seeking to 
upgrade their skills. It provides just-in-time training, allowing workers the 
flexibility to enter training and acquire skills required by new technolo- 
gies and changing labor market requirements. With a focus on competen- 
cies set in cooperation with industry, the curriculum offers improvements 
in the quality and relevance of training and greater accountability for 
results. As more experience is gained with CBT, the program can be 
adapted to allow flexible entry of students into training and flexible exit 
once competencies have been achieved. 

Care has to be given to balancing hardware and software in school 
reforms. Pressures exist for school systems to invest in new infrastructure, 
but a balance needs to be struck between the need for facilities and 
equipment for education and the need for software that allows schools to 
deliver the education and training required by industry. This software 
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includes curriculum, textbooks and instructional materials, and trained 
instructors with industry experience. Good school management is also 
required. The importance of software is emphasized by what other coun- 
tries like Argentina, Australia, Mexico, the Republic of Korea, and 
Singapore are doing to change the learning environment from one that is 
teacher-centered to one that is learner-centered. Changing the student's 
role in the classroom can help the student become proficient in problem 
solving, teamwork, and communications, skills that are actively sought by 
industry. School reforms with these features provide for a more account- 
able school system, producing the skills needed in a competitive global 
economy. The construction and equipping of classrooms alone is not 
enough to produce skilled workers. 

Guangdong province can benefit from broad-based reforms of voca- 
tional and technical education and training that go beyond school-based 
reforms. Ensuring the success of schools requires schools and training 
centers linked with industry, well-equipped facilities, motivated and well- 
trained instructors, relevant curricula and a pedagogy that is learner 
centered, equipping of students to become lifelong learners, and the use 
of assessment tools to improve instruction in the classroom. Guangdong's 
ability to make the shift to a knowledge-based economy, however, will 
require more than this. How it addresses the other challenges identified 
in this chapter is important. Integration of the diverse provider system, 
the use of financing incentives to promote good outcomes, and an 
expanded role for the nonstate sector need to be part of the reforms for 
skills development. Amidst the challenges, the development of market 
institutions promises an especially high payoff to building an effective 
market for skills development. This role is unlikely to be filled by the non- 
state sector. 



Annex 7.1: Tables 



Table 7A.1 .1 Schools, Students, and Teachers in Guangdong Province by Level of School, 2000-07 







2007 






2006 






2005 




Levels of schools 


Schools 


Students 


Teachers 


Schools 


Students 


Teachers 


Schools 


Students 


Teachers 


Primary 


19,891 


10,176,170 


414,470 


20,512 


1 0,569,906 


407,584 


21,228 


10,670,304 


403,824 


Junior secondary 


3,297 


4,829,437 


238,399 


3,327 


4,758,296 


228,956 


3,301 


4,627,044 


221,224 


Senior secondary 


1,805 


3,089,900 


140,209 


1,808 


2,823,068 


130,768 


1,813 


2,528,077 


130,1 13 


General 


1,019 


1,724,319 


1 03,445 


1,005 


1 ,634,639 


95,581 


981 


1,489,863 


86,079 


Vocational 


595 


907,581 


36,764 


612 


808,429 


35,187 


641 


710,162 


33,734 


Technical 


191 


458,000 


n.a. 


191 


380,000 


n.a. 


191 


328,052 


10,300 


Tertiary (general and vocational) 


128 


1,119,655 


73,283 


124 


1,008,577 


66,577 


122 


874,686 


61,528 






2004 






2003 






2002 




Levels of schools 


Schools 


Students 


Teachers 


Schools 


Students 


Teachers 


Schools 


Students 


Teachers 


Primary 


21,944 


10,496,221 


396,487 


22,792 


10,253,706 


389,262 


23,314 


9,796,069 


379,755 


Junior secondary 


3,243 


4,495,533 


213,640 


3,181 


4,321,843 


205,399 


3,150 


4,158,610 


1 97,746 


Senior secondary 


1,868 


2,248,544 


1 1 8,624 


1,868 


2,007,052 


74,990 


2,017 


1,795,802 


90,715 


General 


998 


1,313,116 


75,330 


995 


1,137,234 


66,190 


1,012 


984,104 


57,475 


Vocational 


684 


655,428 


33,794 


717 


630,818 


33,700 


361 


228,460 


14,328 


Technical 


186 


280,000 


9,500 


156 


239,000 


8,800 


186 


200,000 


n.a. 


Tertiary (general and vocational) 


124 


726,866 


53,984 


111 


587,779 


47,451 


108 


467,807 


40,687 
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Table 7A.1 .1 Schools, Students, and Teachers in Guangdong Province by Level of School, 2000-07 (continued) 



Levels of schools 




2001 






2000 




Schools 


Students 


Teachers 


Schools 


Students 


Teachers 


Primary 


23,61 1 


9,529,844 


371,283 


24,202 


9,299,314 


364,118 


Junior secondary 


3,081 


4,063,792 


1 89,674 


3,017 


3,881,614 


184,661 


Senior secondary 


2,089 


1,629,868 


85,230 


2,093 


1,525,555 


87,954 


General 


1,000 


842,763 


50,124 


947 


725,276 


43,941 


Vocational 


375 


213,351 


14,167 


960 


655,657 


37,213 


Technical 


186 


166,716 


n.a. 


186 


144,622 


6,800 


Tertiary (general and vocational) 


102 


381,926 


29,103 


93 


299,475 


25,905 



Source: Guangdong Statistical Yearbook 2007. 
Note: n.a. = not available. 
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Table 7A.1 .2 Features of Senior Vocational Schools in Guangdong Province, 2005 



Public Private Total 



Schools 


641 


123 


764 


Enrolled students 


710,200 


80,171 


790,371 


Full-time teachers 


33,700 


3,632 


37,332 


Student-teacher ratio 


21.1 


22.1 


21.2 


Students per school 


1,108 


652 


1,035 



Source: Guangdong Statistical Yearbook 2007. 



Table 7A.1 .3 Urban Population, Local Government Expenditures, and Per Capita 
GDP by City for Guangdong Province, 2006 

Local government 
Urban population expenditure 



Cities 


(percent) 


(100 million yuan) 


Per capita GDP 


Chaozhou 


63 


27.14 


20,535 


Dongguan 


85 


147.90 


39,468 


Foshan 


91 


1 75.40 


50,232 


Guangzhou 


82 


506.79 


67,407 


Heyuan 


40 


45.85 


22,578 


Huizhou 


61 


66.03 


34,519 


Jiangmen 


49 


63.40 


31,750 


Jieyang 


45 


40.35 


16,240 


Maoming 


37 


56.59 


26,197 


Meizhou 


47 


59.20 


22,120 


Qingyuan 


34 


49.55 


21,919 


Shantou 


70 


59.93 


14,976 


Shanwei 


52 


24.44 


14,285 


Shaoguan 


46 


48.22 


25,326 


Shenzhen 


100 


571.42 


69,450 


Yangjiang 


44 


28.29 


20,571 


Yunfu 


50 


28.27 


20,149 


Zhanjiang 


39 


69.88 


30,580 


Zhaoqing 


45 


48.94 


31,232 


Zhongshan 


84 


64.36 


42,058 


Zhuhai 


85 


70.49 


52,185 



Source: Guangdong Statistical Yearbook 2007. 
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Table 7A.1 .4 Average Annual Wage of Fully Employed Staff and Workers by 
Economic Sector, 2003 and 2006 





2003 


2006 


nuiiu Ul 


Fmnnmir <iPrfr\r 
CLUI lUI I ilL icLlUl 


A/I iny\ 1 


f\t\ mn ) 
[yuui i) 


700ft tn 700? 


Farming, forestry 


8,997 


1 1,185 


1.243 


Mining, quarrying 


12,961 


26,724 


2.062 


Manufacture 


15,763 


1 9,785 


1.255 


Electric, gas, water 


28,574 


37,518 


1.313 


Construction 


14,608 


1 9,462 


1.332 


Transport 


25,936 


34,995 


1.349 


IT, computer services 


42,966 


53,121 


1.236 


Wholesale, retail 


1 8,296 


26,339 


1.440 


Hotels, catering 


14,778 


1 8,560 


1.256 


Finance 




jj,jUo 


1 AA1 
1 .00 I 


Real estate 


22,312 


26,286 


1.178 


Leasing, business services 


21,306 


26,209 


1.230 


Scientific research 


32,963 


46,587 


1.413 


Environment 


16,257 


20,367 


1.253 


Resident services 


17,832 


22,454 


1.259 


Education 


20,449 


26,706 


1.306 


Health care, social work 


25,157 


33,319 


1.324 


Sports, recreation 


25,901 


35,846 


1.384 


Public administration 


25,642 


35,142 


1.370 



Source: Guangdong Statistical Yearbook 2007. 
Note: IT = information technology. 



Table 7A.1 .5 Local Government Spending on Education in Guangdong 
Province, 2000-06 



Year 


Local 
government 
expenditures 
(100 million yuan) 


Education 
expenditures 
(100 million yuan) 


Education 
expenditures (%) 


Yuan per student 


2000 


1,069.86 


144.75 


13.5 


9.64 


2001 


1,321.33 


180.28 


13.6 


1 1.56 


2002 


1,521.08 


233.12 


15.3 


14.40 


2003 


1,695.63 


265.25 


15.6 


15.45 


2004 


1,852.95 


287.95 


15.5 


16.03 


2005 


2,289.07 


329.21 


14.4 


17.60 


2006 


2,553.34 


392.62 


15.4 


20.49 



Source: Guangdong Statistical Yearbook 2007. 



Table 7A.1 .6 Schools, Enrollment, and Full-Time Teachers by Type of School and City, 2006 



General secondary schools Vocational secondary schools 





rUfJUluilUi 1 


IvUil lUc! Ul 








A// imhsar nf 
IvUlllUcl Ul 










nn nnn 

[ 1 UfUUU 


bcLui luuiy 






rUUIIlcULliCi 


c £> y~i W /in/ 

icLUi lUuiy 






rUfJII LtzULI Icl 


City 


fJcl bUI (3/ 


jLI IUUIj 


LI It Ulll 1 let 1 1 


r 1 LCULI ICl _> 




JLI lUUIb 


CI II Ulll 1 lei 11 


FT tonrriOYZ 
i 1 LCULI Icl i 




Chaozhou 


251.71 


123 


195,810 


9,257 


21.2 


16 


11,125 


623 


17.9 


Dongguan 


168.31 


154 


214,638 


10,953 


19.6 


23 


32,498 


1,679 


19.4 


Foshan 


358.06 


175 


319,735 


18,553 


17.2 


37 


52,178 


2,856 


18.3 


Guangzhou 


760.72 


456 


567,619 


33,602 


16.9 


122 


216,555 


7,392 


29.3 


Heyuan 


341.25 


191 


228,558 


1 2,878 


17.7 


12 


14,318 


412 


34.8 


Huizhou 


306.41 


194 


257,051 


13,315 


19.3 


33 


44,922 


1,456 


30.9 


Jiangmen 


387.34 


258 


278,126 


16,209 


17.2 


44 


55,054 


2,566 


21.5 


Jieyang 


623.95 


262 


460,937 


18,427 


25.0 


16 


15,421 


841 


18.3 


Maoming 


701.59 


312 


603,234 


27,945 


21.6 


37 


49,564 


2,039 


24.3 


Meizhou 


500.94 


265 


388,435 


21,181 


18.3 


44 


34,837 


1,710 


20.4 


Qingyuan 


398.03 


201 


273,173 


14,941 


18.3 


14 


21,775 


904 


24.1 


Shantou 


495.35 


239 


393,470 


1 7,572 


22.4 


21 


24,088 


1,160 


20.8 


Shanwei 


323.23 


156 


234,883 


10,048 


23.4 


1 1 


9,131 


446 


20.5 


Shaoguan 


3ZU.3Z 


1 on 


Tin T/rn 

Z 1 o,3by 


i z,o3y 


17(1 
/.U 


AO 


4 i ,zy4 


1 737 
1 ,/3/ 


Q 

Zo.o 


Shenzhen 


200.89 


260 


256,630 


1 5,678 


16.4 


13 


24,599 


1,234 


19.9 


Yangjiang 


267.73 


103 


188,213 


9,030 


20.8 


12 


10,692 


896 


11.9 


Yunfu 


266.82 


113 


201,196 


10,334 


19.5 


14 


12,998 


714 


18.2 


Zhanjiang 


736.52 


346 


622,795 


25,270 


24.6 


65 


49,142 


2,364 


20.8 


Zhongshan 


142.26 


97 


135,314 


7,479 


18.1 


16 


25,828 


1,468 


17.6 


Zhaoqing 


404.65 


179 


270,588 


14,239 


19.0 


29 


48,952 


2,042 


24.0 


Zhuhai 


92.63 


58 


84,161 


4,787 


17.6 


7 


13,458 


645 


20.9 



Source: Guangdong Statistical Yearbook 2007. 
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Table 7A.1 .7 Employees Training by Firm Size in Guangdong Province, 2006 



Guangdong China 

(%) (%) 



Percentage of firms training 






< 10 


33 


61 


10-49 


78 


71 


50-150 


80 


84 


150+ 


92 


93 


Percentage of employees trained 






< 10 


33 


61 


10-49 


32 


28 


50-150 


29 


35 


150+ 


46 


44 


Percentage of firms training in IT 






< 10 


33 


61 


10-49 


43 


40 


50-150 


48 


52 


150+ 


70 


68 


Source: Author's calculations using Investment Climate Assessment survey (World Bank 2006). 




Note: IT = information technology. 






Table 7A.1.8 Firms Training by Export Status in Guangdong Province, 2006 




Guangdong 


China 




(%) 


<%) 


Export status and training by firms 






Has no direct exports 


87 


83 


Has direct exports 


90 


93 


Percentage of employees 






trained by export status 






Has no direct exports 


36 


35 


Has direct exports 


44 


45 


Export status and training 






by firms for IT 






Has no direct exports 


52 


52 


Has direct exports 


68 


73 



Source: Author's calculations using Investment Climate Assessment survey (World Bank 2006). 
Note: IT - information technology. 
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Table 7A.1 .9 Training by Firms by Share of Employees with a High School Educa- 
tion in Guangdong Province, 2006 



Guangdong (%) 



China (%) 



Firms training 

Percentage of employees with 
HS education 

< 10 
10-25 
25-50 

50+ 

Employees trained 

Percentage of employees with 
HS education 

< 10 
10-25 
25-50 
50+ 

Firms training in IT 

Percentage of employees with 
HS education 

< 10 
10-25 
25-50 

50+ 



77 
82 
86 
95 



22 
30 
39 

51 



54 
54 
62 
71 



71 
80 
88 
92 



24 
30 
37 
46 



41 

48 
59 



Source: Author's calculations using Investment Climate Assessment survey (World Bank 2006). 



Table 7A.1 .1 Training by Firms by Share of Employees with a University 
Education in Guangdong Province, 2006 

Guangdong (%) China (%) 

Percentage of employees with university education 



52 58 

<10 84 82 

10-24 91 90 

25-50 97 95 

50+ 100 94 



Source: Author's calculations using Investment Climate Assessment survey (World Bank 2006). 
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Table 7A.1 .1 1 Ranking of Most Severe Constraints to Growth by World Bank 
Investment Climate Assessment Survey, 2006 



Ranking as most severe constraint to growth (%) 


Constraint to growth 


Guangdong 


China 


Difference 


Telecommunications 


0.2 


0.6 


-0.4 


Electricity 


37.5 


18.3 


19.3 


Transport 


5.6 


7.7 


-2.2 


Tax administration 


4.0 


3.7 


0.3 


Customs 


3.4 


0.8 


2.6 


Worker skills and education 


15.5 


14.4 


1.1 


Access to finance 


10.3 


26.0 


-15.6 


Financing cost 


1.5 


4.3 


-2.8 


Local protectionism 


1.1 


2.3 


-1.2 


Unstable economic and 








administration policies 


5.4 


6.9 


-1.4 


Crime, theft 


3.4 


1.4 


2.0 


Anticompetition behaviors 








of other enterprises 


10.2 


11.8 


-1.6 


Access to information on 








laws and regulations 


0.8 


0.9 


-0.1 


Water services 


1.0 


1.0 


0.1 


Ranking as second-most severe constraint to growth (%) 


Constraint to growth 


Guangdong 


China 


Difference 


Telecommunications 


0.9 


1.0 


-0.1 


Electricity 


14.9 


10.6 


4.3 


Transport 


6.2 


8.7 


-2.6 


Tax administration 


7.4 


4.6 


2.8 


Customs 


6.0 


1.4 


4.7 


Worker skills and education 


17.1 


17.0 


0.1 


Access to finance 


8.4 


13.0 


-4.7 


Financing cost 


6.8 


12.7 


-5.9 


Local protectionism 


1.7 


3.2 


-1.5 


Unstable economic and 








administration policies 


7.1 


8.2 


-1.0 


Crime, theft 


5.7 


2.3 


3.3 


Anticompetition behaviors 








of other enterprises 


10.3 


11.7 


-1.3 


Access to information on 








laws and regulations 


2.7 


2.8 


-0.1 


Water services 


4.9 


2.9 


2.0 



(continued) 



Skills Development in Guangdong Province 295 



Table 7A.1 .1 1 Ranking of Most Severe Constraints to Growth by World Bank 
Investment Climate Assessment Survey, 2006 (continued) 



Ranking as first- or second-most important 
constraint to growth(%) 



Constraint to growth 


Guangdong 


China 


Difference 


Telecommunications 


1.1 


1.6 


-0.5 


Electricity 


52.4 


28.8 


23.6 


Transport 


11.7 


16.5 


-4.8 


Tax administration 


11.4 


8.3 


3.1 


Customs 


9.4 


2.2 


7.3 


Worker skills and education 


32.6 


31.4 


1.3 


Access to finance 


18.7 


39.0 


-20.3 


Financing cost 


8.2 


17.0 


-8.7 


Local protectionism 


2.9 


5.6 


-2.7 


Unstable economic and 








administration policies 


12.6 


15.1 


-2.5 


Crime, theft 


9.1 


3.7 


5.4 


Anticompetition behaviors 








of other enterprises 


20.5 


23.5 


-3.0 


Access to information on 








laws and regulations 


3.5 


3.7 


-0.2 


Water services 


5.9 


3.8 


2.1 



Source: Author's calculations using Investment Climate Assessment survey (World Bank 2006). 



Table 7A.1 .1 2 Characteristics of Migrant Labor in Guangdong Province, 2006 



Migrants 


Percent distribution 
2003 2006 


Ages 1 6-30 


80.2 


80.2 


Education 






Illiteracy or semi-illiteracy 


0.3 


0.1 


Primary 


10.0 


9.7 


Junior high school 


72.9 


70.2 


Senior high school 


9.5 


10.0 


Taken professional training 


18.7 


31.8 


Migrant labor as share of total labor 


25.2 


27.0 



Source: Guangdong Statistical Yearbook 2007. 
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Annex 7.2: Rural and Urban Household Surveys 

Table 7A.2.13 Summary Statistics for Key Variables 



Rural Urban 



Key variables 


2005 


2007 


2005 


2007 


Mean of annual income (yuan) 


9,663.29 


10,718.64 


21,575.59 


26,840.96 


Mean of annual income (in log) 


9.08 


9.20 


9.56 


9.77 


Mean of age (year) 


25.63 


26.73 


44.19 


43.92 


Mean of experience (year) 


10.10 


1 1.06 


25.91 


25.37 


Married (percent) 










Yes 






85.47 


87.71 


No 






14.53 


12.29 


Spy fnprrpnt^ 










Male 


59.76 


59.13 


50.58 


51.23 


Female 


40.24 


40.87 


49.42 


48.77 


Education (percent) 










None 


0.20 


0.09 


1.25 


0.94 


Primary 


9.69 


9.01 


6.47 


6.14 


Junior secondary 


71.29 


70.53 


22.74 


20.12 


Senior secondary 


10.23 


9.95 


29.00 


29.35 


Technical 


6.36 


7.56 


12.37 


10.72 


University 


2.24 


2.86 


28.17 


32.74 


Participating in training or not 










Yes 


32.44 


31.35 






No 


67.56 


68.65 







Source: Survey Office of the National Bureau of Statistics in Guangdong. 
Note: — - not available. 
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Table 7A.2.1 4 Probit Estimates of the Likelihood of Participation in 
Training in Guangdong (Merged Sample from the 2005 and 2007 
Rural Household Surveys) 

Rural migrants (participating in training = 1) 

Education 



leal 3 Ul SLI IUUI 1 1 ILJ 




0938*** 






/in c 7 1 


JUMIOI SCLUIlUdiy 








{U.ozi 




JCIIIUI icLUMUdly 


3573*** 






(3.78) 




Technical secondary 


0.7849*** 






(7.67; 




University 


0.6626*** 
(4.69) 




Age 


-0.0071** 


-0.0061** 




(-2.32) 


(-2.01) 


Male 


0.1945*** 


0.1730*** 




(4.47) 




Year 2007 


-0.0366 


-0.0384 




(-0.89) 


(-0.93J 


Cons 


-0.5331*** 


-1.3075*** 




(-4.79) 


(-10.9) 


Pseudo R 2 


0.0305 


0.0281 


Obs 


4144 


4144 



Source: Survey Office of the National Bureau of Statistics in Guangdong. 
Note: — - not available, z-statistics in parenthesis. 

*** denotes statistical significance at the 1 percent level, ** at the 5 percent level, and * at the 1 percent level. 



Table 7A.2.1 5 Wage Regressions 



Rural Urban 
Annual income (in log) 2005 2007 Merged 2005 2007 Merged 



Education 



Junior secondary 


0.1 115*** 


0.0800*** 


0.0977*** 


0.1738*** 


0.2643*** 


0.2142*** 




(3.66) 


(2.85) 


(4.74) 


(3.08) 


(3.4) 


(4.75) 


Senior secondary 


0.1705*** 


0.0964*** 


0.1366*** 


0.4766*** 


0.3823*** 


0.4691*** 




(4.29) 


(2.65) 


(5.09; 


(8.08) 


(483J 


(10.12) 


Technical 


0.3628*** 


0.2538*** 


0.3081*** 


0.8648*** 


0.5913*** 


0.7909*** 




(7.46) 


(6.03) 


(9.68) 


(13.32) 


(6.9 /J 


(15.54) 


University 


0.6545*** 


0.4999*** 


0.5649*** 


1.1234*** 


0.8194*** 


1 .042 1 *** 




(9.89) 


(9.05) 


(7135,) 


(18.00) 


(9.97) 


(27.4) 


Experience 


0.0164*** 


0.0127*** 


0.0144*** 


0.0393*** 


0.041 1*** 


0.0295*** 




(4.53) 


(4.39) 


(6.4) 


(7 7.65; 


CS.52; 


(1 1-57) 


Fynpnpnrp sni isrpH 


-0.0003*** 


-0.0002*** 


-0.0003*** 


-0.0002*** 


-0.0007*** 


-0.0001** 




(-2.79) 


f-3.03; 


(-4.16) 


(-3.18) 


(-6.78) 


(-2.34) 


Married 








0.1986*** 


0.1496*** 


0.2187*** 










(4.47J 


(3.39J 


(6.85) 


Male 


0.0906*** 


0.0761*** 


0.0829*** 


0.1772*** 


0.3163*** 


0.2217*** 




(4.95) 


f4.7J 


("6.S3; 


(6.98J 


C73.Z6J 


(72.56; 


Participation in training 


0.0312* 


0.0543*** 


0.0416*** 










(1.66) 


(3.19) 


(3.29) 








Year 2007 






0.1079*** 






0.2001*** 








("9.55; 






(7.83) 


Cons 


9.2489*** 


9.0193*** 


9.1538*** 


7.3548*** 


8.6613*** 


7.6140*** 




(26.34) 


("29.93; 


(41.43) 


(69.62) 


(42.68) 


(8368; 


Adj R 2 


0.1305 


0.1029 


0.1396 


0.5338 


04905 


0.5363 


Obs 


2013 


2131 


4144 


3614 


2756 


6370 



Source: Survey Office of the National Bureau of Statistics in Guangdong. 

Note: — - not available, z-statistics in parenthesis. The model controls the dummy variables of industry and region. Education is a dummy variable and the education level of primary or 
less is omitted. 

*** denotes statistical significance at the 1 percent level, ** at the 5 percent level, and * at the 1 percent level. 
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Notes 

1. See, for example, Yang [2005), Heckman and Li (2004), and Liu (2007). 

2. Cities contained in the Guangdong sample included Dongguan, Foshan, 
Guangzhou, Huizhou, Jiangmen, Maoming, Shantou, Shenzhen, and Zhuhai. 

3. Earnings functions are estimated for this chapter using household surveys 
conducted in Guangdong in 2005 and 2007, with surveys for rural and urban 
residents. Annual earnings in natural log form are regressed on years of school- 
ing completed, years of experience, years of experience squared, a dichoto- 
mous measure of vocational training (for rural residents only), and controls for 
gender and marital status. Estimates are provided for each survey period and 
the combined survey years. The latter provides a more robust measure of the 
returns to education and assumes there are no differences in these returns for 
the two survey periods. See table 7A.2.15 in annex 7.2. 

4. The earnings differences provide an estimate of the benefits realized by the 
student in higher annual earnings, but do not include other benefits to society 
that may arise from education. In making investment decisions, the higher 
returns to vocational and technical secondary education need to be offset 
against the higher unit cost of this education, ranging from two to four times 
that of a general secondary education due to smaller class sizes and the higher 
cost of workshops. 

5. These are statistics produced by the author from the China Investment 
Climate Survey 2006 for this chapter. The ICA survey is described in World 
Bank (2006) in the references, but none of the data used here are from this 
publication. They are the author's own calculations prepared with the assis- 
tance of Xu Colin (DECRG). 

6. These are probit estimates controlling for age and gender, as found in table 
7A.2. 14 in annex 7.2. The dependent variable is a zero-one variable, with one 
representing those with training and zero without. The dependent variable is 
regressed first on a categorical measure of schooling and then on a continuous 
measure of years of schooling. The coefficients of the education variables are 
interpreted as the probability of participating in a training program for work 
skills. 

7. For a review of PBB and lessons from the experiences of governments around 
the world explaining what works under what circumstances, see Robinson 
(2007). 

8. Theo Thomas, "Performance Management — The Chilean Experience," posted 
to the International Monetary Fund's Public Financial Management Blog, 
December 1, 2008, http://blog-pfm.imf.org/pfmblog/2008/12/performance- 
man.html#more. 

9. See, for example, Bruttel (2005), Gasskov (2000), West et al. (2000), 
Finkelstein and Grubb (2000), and Carnoy and McEwan (2001). 
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CHAPTER 8 



Reducing Regional Disparities in 
Health Services in Guangdong 
Province: Challenges and Options 



Located on the southern coast of China, Guangdong is one of the most 
developed provinces in China. Backed by its remarkable economic 
growth, the health sector in Guangdong has seen considerable progress 
in the past decade. Government health spending has increased steadily 
every year, with a growth rate of 31.3 percent in 2006. (The consumer 



This chapter was written by Zhang Shuo, health specialist of the World Bank Beijing Office, 
with the guidance and advice of John Langenbrunner, lead health economist and human 
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dent of the Chinese Academy of Social Sciences, provided support for data analysis and the 
formulation of tables and figures. The work was carried out under the technical guidance 
and general supervision of Xiaoqing Yu and Chunlin Zhang, who are the task team leader 
and co-task team leader of this Analytical and Advisory Activities study. 

This chapter benefited from many forms of collaboration with the Guangdong govern- 
ment. First, the authors are grateful for the close collaboration with the team from the 
Development Research Center of the Guangdong government, led by Li Huiwu and Ding 
Xiaolun. Second, the team benefited greatly from insights and guidance gained in discussions 
and consultations with the various departments of the Guangdong government, including 
Zhang Yiyu, Chen Zhusheng, and others from the provincial health bureau; Zhong Kai from 
the provincial finance bureau; Zhang Yi from the Guangdong party school; Ms. Tan and col- 
league from the provincial Bureau of Civil Affairs; and colleagues from the Bureau of Labor 
and Social Protection. The team is thankful to the various departments of the government 

(footnote continued on next page) 
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price index of Guangdong was 1.8 percent in 2006.) Total government 
health spending in 2006 accounted for 2.64 percent of total government 
expenditure, higher than the national average of 1.8 percent. Health 
insurance schemes — the New Rural Cooperative Medical Scheme 
(NRCMS), the Medical Assistance scheme, and the new Urban Resident 
Basic Medical Insurance scheme — have been rolled out rapidly. The 
insurance coverage and funding for NRCMS have increased remarkably 
over the past few years, and the NRCMS enrollment rate exceeded 
90 percent in 2009. The health service delivery system is also being 
strengthened. As one of the government's development priorities, the 
urban community health care system has grown considerably: in 2008 the 
number of community health centers increased 10.4 percent. The gov- 
ernment has also begun an upgrade of rural health services in the lag- 
ging areas — providing direct provincial fiscal transfer to support 
township health centers and village clinics — the frontier of China's 
three-tiered rural health service network. Overall, the residents in 
Guangdong appear to have a better health status than the nation over- 
all. The province's maternal mortality rate and infant mortality rate in 
2006 were 17.58 per 100,000 and 0.698 percent, respectively — both 
significantly better than the national averages of 47.8 per 100,000 and 
1.9 percent, respectively (Guangdong Provincial Health Bureau 2007). 

Despite all this remarkable progress, Guangdong is facing significant 
challenges in its health sector, such as increased health issues among the 
large migrant populations, rising health expenditure, and the fragmented 
health insurance system. Among these main issues, significant regional 
disparity in health status and service access is the one of major concerns. 
The Chinese government has in the past years shifted its policy focus 
from emphasizing only economic development to emphasizing balanced 
development and the building of a "harmonious society." Reducing the 
imbalance and inequality in all areas, including health, has been viewed 
as one of the important measures to achieve this overall objective. It is 
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certainly at the top of the Guangdong government's agenda, given the 
considerable regional disparities in the province. 

This chapter is based on a policy study of the World Bank's joint 
Analytical Advisory Activities and study with the Guangdong government 
on Reducing Inequality and Promoting Lagging Region Development in 
Guangdong Province. The chapter first reviews the situation in Guangdong 
with regard to inequality and regional disparities in health status and health 
services. It then analyzes and recommends options for tackling the chal- 
lenges from three specific perspectives: resource mobilization, health insur- 
ance and strategic purchasing, and health service delivery. Specific 
recommendations are provided in terms of policy options the government 
can consider in the next steps forward. China is in the process of undertak- 
ing an unprecedented large-scale reform of its national health system with 
the ultimate goal of achieving universal coverage for basic health services. 
Quite a few new programs and new policy frameworks are being developed 
and initiated. This chapter was developed within this broader context. 

The Challenge of Inequality and Regional Disparities 

Based on geographic location and economic development situation, the 
21 municipalities in Guangdong are normally divided into four regions: 
the Pearl River Delta (PRD) region; the northern mountainous area; and 
the eastern and western areas, or "wings," of the PRD. We combine the 
two wings into one region in this chapter, as they have similar social and 
economic situations. As shown in figure 8.1, the three regions differ con- 
siderably in terms of their economic prosperity: the per capita gross 
domestic product (GDP) of Shenzhen (the highest) is more than 3.5 times 
that of Shanwei (the lowest) . 

Disparity in Health Status 

The ultimate goal of the health system is to improve the population's 
health and to provide financial protections when large health expendi- 
tures occur. As mentioned earlier, Guangdong leads the country overall in 
terms of the main health status indicators; in 2006, the maternal mortal- 
ity rate and infant mortality rate were 17.58 per 100,000 and 0.698 per- 
cent, respectively — both significantly better than the national averages of 
47.8 per 100,000 and 1.9 percent, respectively. However, this doesn't 
mean every person in the province enjoyed the same good health. A look 
at the infant mortality rate of 2 1 municipalities as well as the three regions 
reveals that the disparity across the municipalities and the regions in 2007 
was clearly substantial (figure 8.2): the worst-performing municipality 
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Figure 8.1 Per Capita GDP by Region, 2006 
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Figure 8.2 Infant Mortality Rate, 2007 
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had an infant mortality rate that was three times that of the best-perform- 
ing city, and the infant mortality rate of the PRD area was much lower 
than that of the other two areas. The same level of disparity also existed 
for the mortality rate of children under five years of age. 1 

The change in the disparities over the years was also examined in order 
to get a sense of the trend. The absolute value of the difference of infant 
mortality between the PRD and the northern mountainous area seems to 
have been decreasing from 2000 to 2007, as seen in figure 8.3. However, 
the infant mortality rate of the northern mountainous area as a ratio 
remained 1.5-1.8 times as high as that of the PRD region. 

Disparity was also evident in general sanitation and hygiene. Figure 
8.4 shows access to safe drinking water across different regions in 2007. 
In 2005, over 70 percent of the residents in the PRD area had access 
to tap water, whereas in the two lagging areas, only about 30 percent 
of the residents had access to tap water. The provincial average was 
48.5 percent in 2006 — the sixth lowest in the country and lower than the 
national average of 61.1 percent. The same situation applied to hygienic 
toilet coverage in Guangdong. Coverage in 2006 was 43.8 percent — again 
lower than the national average of 55 percent — and ranked as the eighth 
lowest in the country. The significant disparity among the municipali- 
ties contributed to this unexpectedly low ranking of Guangdong in the 
country. 



Figure 8.3 Changes in Infant Mortality Rates, 2000-07 
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Figure 8.4 Access to Safe Drinking Water, 2007 
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Service Utilization and Cost of Services 

How about the utilization of health services — have people in different 
areas been getting the same amount of services, on average? Utilization of 
the three most common services — hospital delivery of babies, outpatient 
visits, and hospitalization — was analyzed. Overall, the hospital delivery 
rate of Guangdong in 2006 was among the highest in the nation [88.4 
percent), with a provincial average close to 92 percent, but lower than 
that in Zhejiang province (99.4 percent), one of the most developed 
provinces in China (figure 8.5). Most of the cities in the PRD area, except 
for Zhuhai, 2 had reached a rate of almost 100 percent, whereas in the two 
wings and the northern mountainous area, 10-20 percent of the popula- 
tion still had their babies delivered out of the hospital setting. 

Compared with hospital delivery rates, the difference in utilization of 
outpatient and inpatient service, as shown in figures 8.6 and 8.7, was 
much more substantial in 2007 among different regions and different 
municipalities. The city with the highest volume of outpatient visits had 
six times more volume than the city with the lowest volume, and the vol- 
ume of inpatient services was five times higher. The service utilization in 
the PRD area was significantly higher than that in the other two regions 
for both outpatient and inpatient services. 

Why did the people in lagging areas use considerably fewer health 
services than the people in developed areas? Were people in the lagging 
areas healthier than those in the developed areas? The Guangdong data 
from the third national health survey in 2003 do not support this. The 
data show that the percentage of people who had been ill in the two 
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Figure 8.5 Hospital Delivery Rates, 2007 

105 ■ 



100 

> 

tj 85 
80 

o 

75 
70 



99 



8"- 7 99.4 99 - 4 99 4 99 - 3 99.3 



94.0 



84.1 



96.9 



92.3 



90 



80.2 



///////// 



;# ~<y $3> <<^ . 



<* »<y 3- r4* IV O! v^-> \<?> <^ -»> ■{?> J» ^ -s^ -l™ -I s 



PRD 



two wings 



region 



northern mountainous 
area 



] GDP per capita (yuan) 



■ Guangdong province 



Zhejiang province 



Source.'Guangdong Provincial Health Bureau 2007. 



Figure 8.6 Outpatient Visits Per Capita, 2007 
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Figure 8.7 Inpatient Services Per Capita, 2007 
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weeks prior to the survey was higher in the rural areas than in urban areas 
[Guangdong Provincial Health Bureau 2005) . 

While many factors could contribute to people's decision on whether 
to seek health services, the cost of care and the ability to pay would be of 
particular importance. The same household survey in 2003 showed that 
economic difficulty was the reason for not going to the hospital for child 
delivery; while it might have cost more than 1 ,000 yuan to have a normal 
delivery in a township health center in 2003, it cost only about 200 yuan 
if the baby was delivered at home (Guangdong Provincial Center for 
Health Statistics and Information 2005). The 2007 Guangdong household 
survey showed that an urban resident spent an average of 716 yuan on 
health services in 2007 — 3.5 times the amount a rural resident spent. The 
data for rural areas also show that the higher the income, the more was 
spent on health care. As figure 8.8 shows, the higher income group in rural 
areas spent much more on health care than the lower income group. 3 

Another important factor affecting service utilization is insurance cov- 
erage. The municipalities in the Pearl River Delta — Dongguan, Foshan, 
Guangzhou, Zhongshan, and Zhuhai — appear to have higher insurance 
premiums than the others. As will be shown in figure 8.15, the average 
per capita NRCMS revenue was 60-70 yuan in 2007 for most cities, 
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whereas it was over 200 yuan for Dongguan and Foshan. Generally, 
higher insurance premiums imply higher reimbursement rates and better 
financial protections for the insured, which in turn tend to push up the 
utilization of services. 

Gap in Capacity for Provision of Health Services 

Another important factor affecting health outcomes and service utiliza- 
tion is the availability and quality of services when people need them. In 
poor and remote areas, there is often a shortage of essential resources for 
health services, such as qualified staff, drugs, or necessary equipment. This 
undoubtedly influences the use and quality of the services. An initial 
review by the study shows a significant regional gap in the capacity for 
service delivery across the province. 

First, there is clearly regional disparity in the infrastructure of rural 
health facilities. The township health centers (THCs) in the PRD area 
obviously have more beds, bigger facilities, and better medical equipment 
than those in the less developed areas. While the difference should not 
come as a surprise, the magnitude is significant (table 8.1). 

Second, there is also clearly regional disparity in the density of the sup- 
ply of health professionals among different municipalities and regions in 
Guangdong province. Overall, Guangdong has 1 .4 physicians per 1 ,000 
people — lower than the density of 2.0 per 1,000 in Zhejiang province, 
one of the most developed provinces in China (figure 8.9). Moreover, out 
of the 2 1 municipalities in Guangdong province, 8 have lower physician 
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Table 8.1 Disparities in Facility Infrastructure of THCs 
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Source: Guangdong provincial research report for this study, forthcoming. 



Figure 8.9 Physician Density across Municipalities and Regions, 2007 
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density than the mountainous neighboring province of Guizhou — one 
of the least developed provinces in China — and the majority of these 
8 municipalities are in the east and west wing areas. 

The density is lower, and more important, the quality of the health 
professionals in the less developed areas is also inadequate. In 
Guangdong, only about one-third of the health workers in THCs are 
accredited as physicians or physician assistants, a required qualification 
for being able to prescribe drugs. As can be seen from figure 8.10, only 
10-20 percent of all the health workers in the lagging areas (non-PRD 
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Figure 8.1 Quality of Health Workers across Municipalities and 
Regions, 2007 
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areas) have a middle-or higher-level professional title. The majority have 
only primary qualifications. 

Summary 

The challenges Guangdong is facing are clearly substantial, based on the 
above review. First, there are not only regional disparities in Guangdong 
with regard to health status, sanitation and hygienic conditions, health 
service utilization, health service provision capacity, and people's abil- 
ity to pay for the services; the disparities are also significant in their 
magnitude. 

Second, these significant disparities have disappointed people's expecta- 
tions of Guangdong as the frontrunner of social and economic development 
in the country. Compared with Zhejiang province, another developed 
province in China, Guangdong has fallen behind on many indicators. 
Moreover, the indicators of some lagging areas are even lower than those in 
Guizhou, one of the least developed provinces in China. 

Steps have been taken in Guangdong under the broad context of 
the Chinese government's health sector reforms since 2003 — notably, 
the New Rural Cooperative Medical Scheme, the Medical Assistance 
scheme, the new Urban Resident Basic Medical Insurance scheme, and 
increased investment in lower-level health facilities. The government 
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has been making efforts to address the inequality in health outcomes and 
improve access to health services. 

Guangdong has planned to invest one billion yuan each year to reno- 
vate 100 township health centers. Another significant initiative of the 
Guangdong government is to provide direct provincial fiscal transfer to 
support THCs and village clinics. Since 2007, the provincial government 
has been providing 10,000 yuan per village to subsidize the services of a 
village doctor and 12,000 yuan for staff for the township health centers 
[the staff number is decided based on 10 staff per 100,000 population 
covered). Those are all important steps in the right direction and have 
generated initial impact. 

Aiming at finding possible causes for the disparity and exploring pos- 
sible ways of reducing it, the chapter will next examine current practices 
in the three major areas including health financing (resources mobilization 
and allocation), health protection, and service delivery. Recommendations 
for reducing the regional disparity, including international best practices 
and domestic reform initiatives, will be provided, and possible options for 
improvement will be summarized. 

Resource Mobilization and Allocation 

The first area to be examined is financial input to the health service. 
Health financing typically comes from three main resources: individual 
out-of-pocket payment, social insurance schemes, and government health 
spending (Gottret and Schieber 2006, 4); in Guangdong, collective econ- 
omy has also contributed to the health financing pool. For example, some 
affluent townships provide subsidies to their residents to pay for better 
insurance coverage. In the context of lagging areas, first, the local resi- 
dents' ability to pay is obviously low, and financing services through user 
charges is clearly restrained by what the local population can afford — this 
has been proved by the survey data shown in figure 8.8. Second, due to 
the inability to pay, the families in the lagging areas, especially the poor 
ones, are more prone to the devastating consequences of health shock. 
They usually have to sell their assets or fall into deep debt to pay for 
health services, which calls for increased financial protection to prevent 
them from impoverishment. Third, government health spending usually 
comes from different levels of government, including the central, provin- 
cial, municipal, and county levels. The central government has signifi- 
cantly increased its spending on health; however, the main responsibilities 
still fall on the shoulders of the local government. How much the local 
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government can put into health is closely linked with its local economic 
development. In lagging areas, the local government's health spending is 
constrained by its ability to generate adequate revenues. 

Government Health Funding 

The chapter will now examine two of the three resources for health 
financing. This section will focus on the financial input from the govern- 
ment, especially on the intergovernmental fiscal transfer, and the question 
of how to improve the effectiveness of the health insurance programs will 
be examined in the next section on social protection. The chapter will not 
look at the central government input, as central fiscal transfer targets the 
poor and less developed provinces, and what Guangdong has received 
from the central government is relatively minimal. 

Overall, total health expenditures represented 3.17 percent of the 
total GDP of Guangdong in 2006, which was lower than the national 
average of 4.67 percent. The Guangdong government's health spending 
has been increasing steadily in the past several years. Total government 
health spending in 2006 accounted for 2.64 percent of total government 
expenditure — higher than the national average of 1 .8 percent, but lower 
than the health spending of Zhejiang province, which was 3.54 percent 
(Zhejiang Health Bureau 2006). Also in 2006, 16.8 percent of the total 
health expenditure of Guangdong was from government input; 38.1 
percent was from social insurance, enterprises, and other public resources; 
and 45.1 percent was from individual out-of-pocket payment. Out-of- 
pocket payment was lower than the national average, which was over 
52 percent, and about the same as out-of-pocket payment in Fujian 
(45.5 percent) andTianjing (45.6 percent); apparently, Guangdong's res- 
idents paid relatively less out of pocket for their health services than res- 
idents of some of the other provinces. This was largely attributable to the 
higher contribution of social insurance, enterprises, or, in the case of 
Guangdong, the collective economy — the percentage out of total health 
expenditure was 29.9 percent in 2006 for the whole country, whereas it 
was 38.1 percent for Guangdong. 

Although 45.1 percent was lower than the national average for out-of- 
pocket payment, it was significantly higher than the average in upper- 
middle-income countries, which was 36.3 percent in 2002 (Gottret and 
Schieber 2006, 41). The relative higher percentage of out-of-pocket 
expenditure deserves the special attention of the provincial government 
of Guangdong, because the higher the share of out-of-pocket expenditure 
is to total health expenditure, the larger is the share of the population who 
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find health care services unaffordable, and thus are left out. The possible 
options to reduce the share of out-of-pocket expenditure are to increase 
the share of government input or increase the share of health insurance out 
of total health expenditure, or both. As a matter of fact, the Guangdong 
government's health spending has been relatively lower [in percentage, 
not in real value) than that of Fujian and Tianjing, and lower than the 
national average in recent years [as seen in table 8.2). Therefore, there 
seems to be room for the Guangdong government to increase its share of 
total health expenditure. 

Coming to local government, in 2006 the municipal governments in 
the lagging areas seemed to have devoted higher percentages of their gov- 
ernment expenditure to health than did the developed areas [figure 8.11). 
The percentages for the majority of the cities in the PRD area were lower 
than the provincial average of 4 percent. The health spending of the local 
government should have included the portion of the provincial general 
fiscal transfer that had been spent on health, plus the local government's 
own spending on health. 

When one looks at the data on per capita health spending across 
regions, a different trend is observed [figure 8.12). The per capita health 
spending in the PRD region in 2006 was much higher than in the two 
wings and the northern mountainous area. For instance, Shenzhen, one of 
the richest cities in the province, spent only 3.7 percent of its total gov- 
ernment expenditure on health, but per capita health spending amounted 
to 247 yuan, the highest among all municipalities; whereas in Shanwei, 
one of the poorest cities in Guangdong, per capita government health 
spending was only 19 yuan. 

It is notable that the poorer cities tend to have lower per capita gov- 
ernment spending on health, but they have spent quite a large share of 
government budget on health. In this sense, there is not much room for 
the poor cities to increase health spending so as to catch up with the 



Table 8.2 Government Health Spending as a Percentage of Total 
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Figure 8.1 1 Government Health Spending as a Percentage of Total Government 
Expenditure, 2006 
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Figure 8.1 2 Per Capita Government Health Spending, 2006 
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rich areas. To reduce the regional disparities, the intergovernmental fiscal 
transfers on health are of great significance. 

The relationship is clearly disproportionate between health needs and 
the resources available among the municipalities (figure 8.13). While cities 
like Chaozhou, Qingyuan, and Shanwei have worse health indicators (such 
as infant mortality) than Guangzhou or Shenzhen, they have much less 
government spending on health available. These inequalities reveal that 
although the poorer cities and counties receive fiscal transfers from higher 
levels, the current intergovernmental fiscal transfer hasn't broken the link 
between local governments' fiscal capacity and their spending on health. 

Intergovernmental Fiscal Transfer 

In the lagging areas, local government's possible input to health is con- 
strained by the undeveloped local economy and poor government rev- 
enue. In this context, the intergovernmental transfer needs to play an 
important role in redistributing income and promoting balanced develop- 
ment. The preliminary review for the study showed that the intergovern- 
mental fiscal transfer in Guangdong didn't break the link between the 
local economy and government health spending. Unfortunately, as the 
Guangdong government is currently in the process of developing provin- 
cial health accounts, data on the fiscal transfer between the province and 
lower levels are not accessible. 

Figure 8.1 3 Where Need Is Greater, Resources Are Less 
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The chapter next tries to examine the current arrangement of inter- 
governmental fiscal transfer based on the limited data that are available. 
There are basically two major types of intergovernmental fiscal transfer in 
Guangdong. One is the earmarked transfer, such as the government sub- 
sidy for the NRCMS, for immunization, for tuberculosis control services, 
and so forth. Those funds are appropriated with clear allocation criteria 
and defined tasks. Another is the general transfer or base transfer. This 
transfer is a lump-sum subsidy provided to the lower-level government for 
such purposes as tax rebates, quota subsidies, wage increases, pensions, and 
so forth. The local government has discretion to decide how to allocate the 
funds. In short, government spending on health could be from these two 
types of transfers — a transfer earmarked for health and the allocation of a 
portion of the general transfer to health. 

With respect to how much funding is available for health, it is impor- 
tant to know how the amount of the fiscal transfer is decided. The gen- 
eral transfer is determined by a formula that has been evolving over the 
years (table 8.3). Overall, the signal sent by the formula is clear: the 
provincial fiscal transfer is directly linked with the economic develop- 
ment of the counties and their ability to generate tax revenue. There is no 
indicator of social sector development in the formula. As the government 
has shifted its policy focus from emphasizing economic development 
only to emphasizing balanced development and the building of a "harmo- 
nious society," this policy change should be reflected in the government's 
fiscal transfer policies. 



Table 8.3 Criteria for General Provincial Fiscal Transfer 

Years Government fiscal transfer 

2000 Based on the headcounts on the government staff list 

2001 -03 Based on the total amount of fiscal transfer of the base year, with 8-1 percent 

increase every year afterward; poverty-stricken counties enjoy a slightly higher 
increase rate 

2004-09 Incentivized fiscal transfer policy is linked with county's economic growth: 

the higher the growth, the more the fiscal transfer. 
Indicator of economic growth is the comprehensive fiscal growth rate (CFGR), 

calculated as local fiscal revenue + growth rate of tax revenue remitted to 

central government + growth rate of tax revenue remitted to provincial and 

municipal government. 
In 2004-07, if CFGR > 18 percent, the county will get additional transfer as reward. 
In 2008-09, if CFGR > 1 6 percent, the county will get additional transfer as reward. 



Source: Guangdong Financial Bureau 2008. 
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Summary and Recommendations 

The following is a summary of the above analysis and steps that might be 
taken to mobilize resources to support health services in lagging areas: 

• Health financing in lagging areas is constrained by people's ability to 
pay as well as local government's capacity to generate revenue. In the 
long run, economic development is the fundamental solution to 
reducing the regional disparity. In the short run, the solution is income 
redistribution and more equalized health financing. Short-term solu- 
tions in the health sector most commonly take two approaches. One 
is for the government to redistribute revenue through taxation and 
disproportionate spending on health care to subsidize lower-income 
households and regions. The other is for the health insurance schemes 
to collect revenue in the form of contributions and spend it on health 
care — again, disproportionately — to subsidize higher-risk and lower- 
income individuals. 

• Considerable room exists for Guangdong's government to equalize fur- 
ther its health financing system. There is room for the government to 
increase its share of health spending out of total health expenditures. 
Government spending as a percentage of total health expenditure in 
Guangdong is low compared with spending at the national level, or in 
other provinces such as Fujian and Tianjing. Guangdong also spends a 
lower percentage of its overall government expenditure on health than 
Zhejiang, another rich province in China. Guangdong has steadily 
increased its spending on health in the past years. However, the 
momentum should be kept up, especially in light of the forthcoming 
implementation of national health system reform. 

• The government could examine its current practice with respect to 
intergovernmental fiscal transfer. The current practice may have weak- 
ened the link between the local government's available revenue and its 
spending on health, but it clearly didn't break it. The lagging areas 
with the worst health indicators, which need enhanced input, have in 
fact had many fewer resources available to spend on health. An 
improved system should be formulated to achieve a much higher 
degree of equalization. 

• A number of measures aimed at reducing the inequality in health serv- 
ices could be considered by the government to improve the efficiency 
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and equity of current and future increased government spending 
on health: 

Better sectoral targeting toward social sector development. Revise the 
formula of general fiscal transfer. In addition to linking with eco- 
nomic development, the formula should link the general fiscal 
transfer with social sector development as well — for example, 
through reduction of out-of-pocket health expenditure, expansion 
of social insurance coverage, and so forth. This will provide a fiscal 
incentive and send a clear signal to local governments, encouraging 
them to spend more on social sector development. 

Better geographic targeting toward the lagging areas. Increase the fis- 
cal transfer to the lagging areas, especially the poorest. This could be 
done by giving the poor area a higher weight or rate in the formula. 
Given the rural and urban difference, another way is to increase 
resource allocation to the rural areas. 

Better targeting of the services that are closer to the poor. Given that 
tertiary hospitals are predominantly used by the wealthy and urban 
populations, the government may want to consider reallocating 
some of its budget to the primary and secondary facilities (Yazbeck 
2009), such as village clinics and township health centers. The same 
rationale applies to preventive health care and public health services. 

Improvement of the Efficiency and Equity of 
Health Protection Schemes 

Health protection (insurance) is an important tool of health financing. It 
mobilizes resources and pools the health risks of its enrollees. It transfers 
the unpredictable risk of large expenses into predictable, small, and reg- 
ular contributions for insurance premiums. Insurance can equalize the 
health risks of high-risk and low-risk groups. The bigger the pool, the 
lower the cost and the higher the efficiency. Another function of insur- 
ance is to provide risk protection when enrollees get sick. In the context 
of lagging areas, the residents are more vulnerable to the financial risks 
of rising medical costs. They are, therefore, in greater need of financial 
protections. 

There are four major health insurance programs in China: the New 
Rural Cooperative Medical Scheme (NRCMS), the Medical Assistance 
(MA) scheme, the new Urban Resident Basic Medical Insurance (URBMI) 
scheme, and the Urban Employee Basic Medical Insurance (UEBMI) 
scheme. All four health insurance schemes in Guangdong province have 
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been developing rapidly. By 2007, the UEBMI had enrolled 58 percent of 
all qualified workers with an average per capita contribution of 2,000 
yuan. The URBMI pilot has also started in some cities and is being rap- 
idly rolled out to all the cities; in 2009, it covered about 60 percent of the 
target population. By 2007, the NRCMS program had been rolled out 
into all the villages, and 84 percent of the rural population had enrolled. 
The provincial contribution to NRCMS increased from 1 yuan to 3 5 yuan 
per person in 2007 and increased again to 61 yuan in 2008. The total 
NRCMS contribution per person reached 100-120 yuan in 2009 in under- 
developed areas and over 200 yuan in developed regions. 

While rapid progress has been made, Guangdong is increasingly facing 
challenges to its health insurance system. In line with the subject of this 
book, this chapter will specifically examine the challenges to equity and 
efficiency. 

Challenge of Inequity 

The challenge of inequity is evident from the experience of the NRCMS 
program — the major health insurance system in rural areas. There has 
been a consistent increase in enrollment in this program in Guangdong 
since 2002. The enrollment rate in 2007 was 83.8 percent, close to the 
enrollment rate of the nation, which was 87 percent by the end of 2007. 
Meanwhile, the geographic inequity in coverage has also been consistent 
since the program's launch in 2003 (figure 8.14). The enrollment rate 

Figure 8.14 Enrollment Rate for NRCMS 
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for the PRD area has been significantly higher than in the other regions. 
Even though the lagging areas were catching up quickly in 2007, the 
enrollment rate overall was only about half that of the PRD area. While the 
residents in the lagging areas were in greater need of financial protection 
from high medical expenses, many of them are still not in the program. 

The inequity is evident not only in the breadth of the coverage, but 
also in the depth of the coverage (figure 8.15). In 2007, the per capita 
NRCMS contribution reached 200 yuan per person in the rich cities, 
whereas in the underdeveloped areas, it was about 62 yuan, with 35 yuan 
coming from provincial subsidies. As a result, the enrollees from the rich 
cities enjoyed more financial protection from the NRCMS — the real 
reimbursement rate (after considering deductibles, copayments, ceilings, 
exemptions, and so forth) for inpatient care was about 46 percent. 
However, the residents from the lagging areas endured a much higher 
out-of-pocket payment — only about 28 percent of their inpatient care 
expenses were reimbursed by NRCMS. 

What can be done to address this disparity? Clearly, due to fiscal inca- 
pacity, the local governments of poor counties will not be able to raise 
substantially their contributions to the NRCMS. Two options might be 
considered. One obvious option would be to raise significantly the 



Figure 8.1 5 Regional Disparity in Per Capita NRCMS Contributions, 2007 
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provincial government's subsidy to the poor counties to help these counties 
raise the total revenue of the NRCMS. This will, however, require large 
subsidies from the provincial government and may call for an increase in 
the tax rate by the government to generate revenue. In the previous sec- 
tion, we suggested that a feasible way to reduce geographic inequity would 
be through solidarity, which means the rich help the poor. This leads to the 
second option: the NRCMS pooling at a higher level. 

Currently, the NRCMS is pooled at the county level. Figure 8.16 illus- 
trates what might happen if the NRCMS were pooled at the municipal 
level or even the provincial level. Figure 8.16, panel a, shows a relatively 
rich county, with a combined contribution in excess of the provincial aver- 
age set at 200 yuan. The county in figure 8.16, panel b, is poorer; its total 
contribution falls short of the average budget of 200 yuan. If the contribu- 
tions of both counties are pooled together at a higher level, then the sur- 
plus from the rich county can offset, at least in large part, the shortfall of 
the poor county, while at the same time the two counties can enjoy the 
same or nearly the same coverage from the NRCMS. 

The higher-level pooling not only increases equity through cross- 
subsidization and unified coverage, but can also increase efficiency and 
lower administrative costs through scale of economy and improved lever- 
age for contracting and purchasing. It also has a positive impact on porta- 
bility and increased labor mobility. Both are important merits, given the 
large number of migrant workers in Guangdong. The national government 
has already called for higher-level pooling and unification of different 
health insurance schemes in its national health system reform plan and has 
set them as goals to be reached by 2020. As the "experimental field of 
reform for China," Guangdong should consider increasing its insurance 
pooling level from its current county level to municipal or even provincial 
level. As the first step, at least the pilot could be conducted in certain areas. 

Challenge of Inefficiency 

Still in the early stages of development, the health insurance schemes are 
facing the challenge of inefficiency on a number of fronts. First of all, the 
funds are fragmented. The three insurance schemes plus MA are managed 
by three different departments with very limited coordination and infor- 
mation sharing. This fragmentation results in diseconomies of scale, 
decreases the size of risk pooling, and increases inequity across the schemes 
(the average per capita contribution is 2,000 yuan for UEBMI, whereas it 
is only 110 yuan for NRCMS). Second, awareness of cost containment is 
rising, but the providers are still largely paid by fee for service. Third, the 
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Figure 8.1 6 Illustration of Higher-Level Pooling of the NRCMS 
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real reimbursement remains low [30 percent, about the same as the 
national level), even though Guangdong has high per capita revenue rel- 
ative to the nation. While the enrollees still pay a large portion of their 
health expenses out of pocket, there are considerable savings of insurance 
funds in both urban and rural schemes (figure 8.17). The variety pre- 
sented in figure 8.17 is significant: there is one municipality (Fushan) 
whose accumulated savings in 2007 was seven times its total contribution 
collection of the same year; at the same time, another one (Yangjiang) is 
running under a deficit. The great variation in the fund savings could be 
attributed to many factors (lack of management capacity, excessive cau- 
tion to avoid deficits, and so forth) . However, there is clearly a need for a 
better-designed program and a better-designed benefit package. 

The majority of the challenges are rooted in the original design and 
institutional arrangement of the programs and are a problem for the 
whole nation, not just Guangdong. For example, an individual savings 
account was designed at the very beginning of the UEBMI scheme to pay 
for outpatient services for the people insured. The funds in the savings 
account belong to the individual and are not pooled to cross-subsidize the 
enrollees. The funds in the saving accounts can be carried over to the next 
year if not fully used in the current year. It is estimated that a large portion 
of the current savings in the UEBMI scheme come from the unused funds 
of individual accounts. Another issue of great concern is the portability of 
health insurance. Guangdong has a large population of migrant workers, 
the pooling at county level, and the unportability of the insurance inevitably 

Figure 8.1 7 Accumulated Savings of NRCMS Revenue, 2007 
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constrain the mobility of the laborers, which has a negative impact on 
employment and economic growth. 

Government concern over such issues of inefficiency have led to a vari- 
ety of reforms and pilots taking place in many other provinces to improve 
the insurance programs. Pilots and explorations have also been seen in 
Guangdong in recent years. For example, Shunde has started a pilot using 
capitation to pay service providers; Zhuhai has integrated the URBMI 
with the NRCMS. Given Guangdong's role as the "experimental field of 
reform for China," however, and the challenges it is facing in this impor- 
tant area, much more needs to be done to improve the equity and effi- 
ciency of the insurance programs in the province. 

Medical Assistance Program 

MA is a special program in the health safety net of China. It is a very 
important institutional arrangement in the context of reducing regional 
disparity and protecting the poor and the vulnerable. In 2003, along with 
the establishment of NRCMS, MA was set up to protect the poor and vul- 
nerable population. The aim of this program is to provide financial assis- 
tance with medical expenses and NRCMS contributions to specific 
vulnerable populations. The MA budget is financed mostly by central, 
provincial, and county governments. The target populations for the MA 
scheme are the poor and disadvantaged groups (typically Tekun, Wubao, 
and Dibao) and the households who suffer large and potentially impover- 
ishing medical expenses. MA is managed by the Ministry of Civil Affairs 
at the central level and the Bureau of Civil Affairs at the local levels. 
According to data from the Ministry of Health, the average assistance pro- 
vided by MA in rural areas was 420 yuan per claim in 2007. 

Guangdong quickly set up the MA program in all its counties. There are 
two parallel MA programs in Guangdong. One is managed by the Bureau 
of Civil Affairs, and the funding is mainly from two resources: the county 
government input (14 percent of the provincial subsistence standard) and 
the social welfare lottery (2 percent of the total proceeds) . In addition, the 
provincial government provides earmarked fiscal transfer to the less devel- 
oped areas (20 million yuan in 2007). The other program is managed by 
the Bureau of Health and gets its budget from the government. 

MA data could not be obtained from the provincial Bureau of Civil 
Affairs, but the data from the central Ministry of Civil Affairs and the data 
collected in the field investigation suggest that the MA program in 
Guangdong is facing significant challenges. The first challenge seems to be 
the low level of financial assistance the MA program has provided to its 
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beneficiaries in Guangdong compared with those in other provinces 
(figure 8.18). In 2007, the MA program in Guangdong provided on 
average 200 yuan per person to its beneficiaries in need, ranked as the 
fifth lowest in the country. This was also very low in comparison with 
catastrophic health expenditures. 

The second challenge is that the MA program funds in Guangdong 
seem to be seriously underdisbursed. The data for overall disbursement 
of the province as well as for the local governments were not provided, 
but table 8.4 shows the data collected from one of the poverty-stricken 

Figure 8.1 8 Per Capita MA Assistance across Provinces, 2007 
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Table 8.4 MA Program Disbursement for a Poverty-Stricken County 
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counties we visited. Clearly, the majority of the funding was left 
unused. This could be partially due to the extra caution the program 
managers have exercised in fear of running into deficit. On the other 
hand, this also implies the need for a better-designed scheme and an 
improved benefit package. One obvious question to ask is whether 
there is a monitoring and evaluation system to monitor the implemen- 
tation of the program, as clearly the issue of underdisbursement has 
existed for years. 

The third challenge is building the capacity of the management 
teams for the MA program. MA is a relatively new responsibility for 
the Bureau of Civil Affairs. The traditional skill mix in the bureau did 
not include the skills specifically desired for MA management, such as 
actuarial skills or knowledge of the health system, medical science, and 
provider payment. 

Fourth, is it efficient and necessary to retain two parallel MA pro- 
grams in the province that are managed by different bureaus? Actually, 
for the MA program per se, questions have already been raised about 
whether there is a need to have a stand-alone MA program that is man- 
aged by a separate ministry. If one considers that the beneficiaries of the 
MA program include only a special group of enrollees of health insur- 
ance, the program could be easily pooled with and managed under the 
health insurance scheme. The MA beneficiaries could enjoy the same 
benefits within the insurance scheme, with premiums and copayments 
waived and extra reimbursement available when catastrophic health 
expenditures occur. 

Summary and Recommendations 

The following are the key observations and recommendations for enhanc- 
ing the health insurance schemes: 

• Health insurance is an important tool for health financing. It mobilizes 
health resources and pools the health risks of its enrollees. Health 
insurance provides financial protection to its enrollees when health 
expenditures occur. In the context of lagging areas, health protection 
programs are more important: the poor residents are more vulnerable 
to the financial risks of rising medical costs and are therefore in greater 
need of financial protection. 

• Guangdong is facing challenges in terms of geographic inequity in 
insurance coverage and levels of benefits. One possible solution is to 
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increase substantially the fiscal transfer by provincial government to 
the lagging areas. This, however, will require a substantial increase of 
government revenues — by imposing taxes on the rich and the more 
developed areas. 

• Another option is solidarity on higher-level pooling and cross- 
subsidization. Higher-level pooling not only increases equity through 
cross-subsidization and unified coverage, but also can increase efficiency 
and lower the administrative costs. Solidarity, however, will likely 
encounter resistance, given that in Guangdong, the rich counties are 
largely backed up by collective economy or private business and may 
not be willing to cross-subsidize the poor counties. The national gov- 
ernment health reform plan, however, has called for higher-level 
pooling and unification of the different health insurance schemes and 
has set them as goals of the reform. As the "experimental field of 
reform for China," Guangdong may consider higher-level pooling for 
its health insurance schemes, or at least conduct a pilot program in 
certain areas. 

• There is a clear need to improve continuously the management and 
governance of the insurance schemes and the MA scheme. Addressing 
that need will include a better actuarial modeling for the programs 
and an improved design of the benefit package, including, for exam- 
ple, outpatient risk pooling, portability of benefits for migrant work- 
ers, and more effective use of insurance funds. Even without further 
government spending, the residents in Guangdong can benefit sub- 
stantially through merely increasing the efficiency of current health 
spending and health insurance schemes. 

• Controlling escalating medical costs is crucial for any sustainable 
insurance scheme. Shifting from fee-for-service to prospective 
provider payment systems and using service purchasing and contract- 
ing are strongly recommended. 

• The implementation of pilots and reforms needs to be closely moni- 
tored and evaluated, so that any issues that emerge can be solved 
quickly, and any lessons learned can be disseminated. 

There have been good reform initiatives in Guangdong and in 
other provinces in China that could provide lessons and models of 
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best practice for reform in Guangdong. For example, Chongqing, 
Jiangsu, Sichuan, and Zhejiang have started piloting unified adminis- 
tration, greater pooling, and integration of different schemes. The MA 
model in the Yubei district of Chongqing described in box 8.1 is 
something to which Guangdong could refer in reforming its own MA 
scheme. 



Box 8.1 

MA Pilot in the Yubei District of Chongqing Municipality 

Yubei is a district of Chongqing with a rural population accounting for 67 percent 
of its total population. Since the establishment of the MA program in 2005, Yubei 
has been pragmatic and innovative in institutional development, and the Yubei 
model has become the national model for best practice in MA implementation. 

The Yubei model's success stems from several characteristics. 

First, Yubei expanded its coverage from the most vulnerable {Dibao, Wubao, 
and Youfu) to the near poor and non-MA beneficiaries through provisional assis- 
tance. The total beneficiaries identified comprised around 20,000 persons in rural 
areas, accounting for 3 percent of the total rural population, and around 30,000 
persons in urban areas, accounting for 9 percent. 

Second, Yubei established a multisource financing mechanism. The funds are 
from government at different levels (including central, municipal, and district); 
proceeds of the welfare lottery; and social donations. In particular, the municipal 
government's input has increased steadily and substantially. 

Third, different from most MA programs in the country, Yubei's model provides 
a much wider range of financial assistance. It pays for individual NRCMS contribu- 
tions and, in some cases, for deductibles and copayments for beneficiaries. It also 
covers outpatient services, especially those relating to noncommunicable dis- 
eases. Among Wubao beneficiaries, people with severe disabilities as well as eld- 
erly people who are over 80 years of age can be reimbursed for their outpatient 
services up to 300 yuan per year. For the rest of MA beneficiaries, out-of-pocket 
(OOP) outpatient expenses can be reimbursed 50 percent, with a ceiling of 30 
yuan per year. Inpatient services are also covered: if total inpatient care expendi- 
ture is over 1,000 yuan, after reimbursement by NRCMS, 100 percent of OOP 
expenditure is reimbursed by MA. If total inpatient care expenditure is between 

{continued) 
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Box 8.1 {continued) 

1,000 and 3,000 yuan, after reimbursement by NRCMS, 60 percent of OOP expen- 
diture is reimbursed by MA. In addition, 20 percent of the total MA funds are kept 
separately as a fund for provisional medical assistance for the poor population 
who otherwise are not qualified as MA beneficiaries; their inpatient care can be 
reimbursed at 80 percent of the standard described earlier. 

Fourth, the Yubei model has additional charity medical assistance, funded 
with 20 percent of charitable contributions received by the District Charities Asso- 
ciation. Beneficiaries still facing large health expenditures after all types of MA 
have been used can apply for further reimbursement from charity medical assis- 
tance. 

Finally, the Yubei model allows health service providers to be reimbursed on site. 
The MA management information system has been built into the existing NRCMS 
management information system. All MA beneficiaries are entered into the system 
upon being identified by the Bureau of Civil Affairs as MA beneficiaries. When it is 
time to pay at the service site, the system translates the total service expenditure 
into three parts: NRCMS reimbursement, MA reimbursement, and OOP expendi- 
ture. The MA beneficiaries need only pay the OOP portion on site. 



Strengthening of Health Services Delivery Capacity 
in the Lagging Areas 

Health service providers are an important component of a health system. 
The capacity of the service delivery system is critical in determining 
whether a resident can access and receive good-quality health services. 
The following will examine the existing gaps and propose suggestions for 
supply-side strengthening. 

Identifying the Gaps 

The accessibility of health services in the lagging areas is often ham- 
pered by the unavailability of health facilities or the shortage of essential 
resources, including necessary equipment, drugs, and qualified health staff. 
The preliminary review and the field visit in Guangdong indicated that 
there are significant gaps on the supply side in the rural and less devel- 
oped areas in Guangdong. 

First, there is a gap in the financing of services at the lower level. The 
health facilities obtain their income mainly from three resources: the 
government, health insurance, and user charges. As discussed in the prior 
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section, the real reimbursement rate of NRCMS is about 30 percent in 
the lagging areas, and in most places, NRCMS covers inpatient care only. 
That means the insurance scheme can only cover about 30 percent of 
the inpatient service expenses of the insured population. In terms of the 
government input, among the several township health centers we visited 
in the lagging areas of Guangdong, the majority received no financial 
input from the county government, or only a small amount of input 
occasionally on capital investment as of 2007. There was one THC that 
received funding from the county government to cover 80 percent of 
the basic salaries of staff. Clearly, in the lagging areas of Guangdong, the 
THCs are mainly relying on user charges to generate revenue. While the 
ability of the local population to pay is constrained in lagging areas, most 
of the THCs are struggling to maintain services. 

Second, in this situation, the THC has no funds to invest in the reno- 
vation of the facility or the procurement of necessary equipment, let 
alone upgrading or expansions. As shown in table 8.1, there is clearly a 
significant gap in infrastructure and equipment in the THCs in the lag- 
ging areas. As a matter of fact, 7 out of 981 townships in Guangdong have 
no THC, and 380 THCs don't meet the minimum requirement of total 
construction area according to the national THC construction standard. 
In addition, 632 villages in the lagging areas have no village clinics. 

Third, there is a significant gap in human resources in the lagging 
areas in terms of both quantity and quality (figures 8.9, 8.10, and 8.19). 
Physician density in the lagging areas is lower than the provincial aver- 
age, and some of the municipalities even have lower physician density 
than the mountainous neighboring province of Guizhou. Over half of 
the health workers in the THCs have educations equivalent only to 
secondary technical school. Out of a total of 1,600 village doctors in 
Guangdong, 44 percent have never received formal medical training, 
and only 5 percent have received training at junior college. 

Guangdong's Latest Policy Initiatives to Address 
Supply-Side Inequality 

A series of important steps have been taken by the Guangdong govern- 
ment to address the supply gaps in the lagging areas. First, the govern- 
ment has increased its investment in local-level health facilities. In its 
"10-Year Primary Care Development Plan" of 2003, the provincial gov- 
ernment proposed investing 1 50 million yuan each year to be used in the 
renovation of and equipment procurement for THCs. One significant 
initiative of the Guangdong government is to provide direct provincial 
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Figure 8.1 9 Education of the Village Doctors of Guangdong 
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fiscal transfer to support THCs and village clinics. Since 2007, the provin- 
cial government has provided 10,000 yuan per village to subsidize the serv- 
ices of a village doctor, and 12,000 yuan per 10 staff members for the THCs 
(staff number is decided based on 10 staff members per 100,000 popula- 
tion covered). Two government documents were issued in April 2008 
on the "Management of the Village Health Facility" and the "Management 
of the Township Health Center." The tasks and functions of the respective 
health facilities were clearly defined in these two documents. 

One issue that particularly concerns the government is how to attract 
and retain qualified health staff for the rural and remote areas. This sup- 
ply gap is of particular importance, but at the same time, it is very hard 
to address. The government has taken several measures to tackle this 
issue, for example, providing direct financial subsidies to the health work- 
ers working in the poor and remote areas. Selective recruitment, a widely 
used strategy in China, was also adopted by Guangdong. Although these 
measures have made a somewhat positive impact, the problem remains 
unsolved. 

What Government Can Do to Address the Gaps in Service Delivery 

As discussed, health facilities in the lagging areas face the challenge of 
financing gaps. As they struggle to survive, there is no scope for them to 
upgrade their infrastructure, to strengthen their service capacity, to provide 
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training for their staff, or to recruit more qualified doctors or nurses. What 
can government do to address this financing gap and to ensure the avail- 
ability of basic health services in the underserved areas? 

Health services can be financed by the government through demand- 
side subsidy or supply-side subsidy. Purchasing health services or invest- 
ing in health insurances such as NRCMS and MA constitutes demand-side 
financing, as it subsidizes residents and patients. Furnishing health service 
providers with direct resources, such as budget for salaries, facility con- 
struction, and equipment, is supply-side financing. There are several ways 
in which the government can provide financial support: 

• Demand-side financing. One approach to demand-side financing would 
be to expand the breadth and depth of the insurance coverage, with 
more people covered, more services included, and a substantial por- 
tion of medical expenses reimbursed. The expanded health insurance 
would bring more income to the health facilities through increased 
service utilization. Although government is clearly moving in this 
direction, there is still a long way to go, given that the current reim- 
bursement rate is only 30 percent. 

• Service purchasing. The government can link its financial input with 
the services it would like to deliver to its citizens, such as public 
health services like tuberculosis control, immunization, maternal and 
child services, noncommunicable disease control, and so forth. The 
financial input can be provided on the basis of capitation. For example, 
health providers can obtain an average of 1 5 yuan per resident in the 
catchment areas of their health facilities for the public health services 
they provide. What is important for this approach is that the financial 
input be closely linked with the service delivered; thus, a performance 
evaluation mechanism needs to be developed and put into place. 
The Guangdong government's initiative to provide 10,000 yuan per 
village to subsidize the services of a village doctor and 12,000 yuan 
per 10 staff members for the THCs (with the number of staff based 
on 10 staff members per 100,000 population covered) is a good step 
in this direction. It is not very clear, however, whether this financial 
input is linked with the performance and service delivered by the 
providers. The policy would have more impact if it could be linked 
with performance. 

• Supply-side financing. With well-functioning demand-side financing, 
the costs of services delivered by service providers are fully recovered 
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by payments from users, who are covered by various financing pro- 
grams. This includes costs of fixed assets such as buildings, equipment, 
and so forth, as well as the true market costs of health workers. As a 
result, health service providers are able to finance their own invest- 
ments and pay market-level compensation to their staffs. However, 
when demand-side financing is not functioning well and health services 
are underpriced in relation to real costs, health service providers have a 
hard time raising funds to finance investments, especially in poor areas. 
This seems to be the case in Guangdong — although the rapidly expand- 
ing NRCMS and other insurance schemes have resulted in increased 
service utilization, health care providers still cannot be fully covered 
by the payment of insurance. While continuing to subsidize health 
insurance, the government might consider investing in the necessary 
capital investment in the short run (two to three years) to ensure the 
adequate service capability of the providers in the lagging areas. A 
fund for capital investment of health facilities in lagging areas could be 
established for the renovation or reconstruction of health facilities, as 
well as for the purchase of basic equipment. The national State Bond 
Program has set a good example. 

A large number of strategies have been applied domestically and inter- 
nationally to address the human resource shortage in rural and remote 
areas. The most widely used approaches can be grouped into three cate- 
gories: financial incentives and nonfinancial incentives, compulsory or 
regulatory policy, and selection and education policies. 

• Financial incentives and nonfinancial incentives. Almost all countries 
offer extra monetary compensation to health workers working in rural 
areas, such as higher salaries, bonuses, extra subsidies, hardship 
allowances, and so forth. In some countries, with bonuses and subsi- 
dies, the salaries of rural health workers can be 1 .5 to 2 times higher 
than those of urban health workers so as to make working in rural 
areas sufficiently attractive. In some provinces in China, rural health 
professionals get extra hardship allowances and slightly higher salaries, 
but together they can hardly compare with the incomes of health 
professionals practicing in urban settings. In addition to monetary 
compensation, indirect financial incentives are used — for example, 
scholarships, health insurance, and pensions. The provision of pensions 
and health insurance to health professionals in THCs as well as to vil- 
lage doctors has been implemented in some provinces of China. It is 
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usually very hard to define how big the financial incentive should be 
to make it attractive, and they might in some cases become very 
expensive. Nonfinancial incentives are often offered as well to provide 
a more comprehensive package. Nonfinancial incentives mostly 
address the issues of satisfaction and career development and can take 
many forms, including opportunities for training, opportunities for 
professional development, recognition from peers and society, or 
access to professional networks, as well as housing and the education 
of children. 

• Compulsory or regulatory policy. The government can use its tool of 
regulation to fill the service gap in rural and remote areas. The most 
common practice is to require health professionals to work one or sev- 
eral years in a rural setting or a certain geographic area. Typically, com- 
pulsory services are linked with punishment if the commitment of 
service is not met. For example, in Japan, newly qualified physicians 
must either practice in rural settings or pay back tuition that has been 
financed by the government. In some provinces of China, the govern- 
ment requires health professionals from urban hospitals to work in 
rural areas for at least half a year to a year before they can be pro- 
moted to a higher professional level. While compulsory service may 
seem appealing and feasible in many countries, it is not a silver bullet. 
International experience shows that compulsory service is effective in 
reducing rural vacancies in the short term, but the impact on long- 
term retention is less effective. Many of the graduates leave the rural 
area after they complete the required period. 

• Selection and education policies. Evidence from many countries shows 
that health professionals raised in rural areas are more likely to work 
and stay in rural areas [World Bank). Similarly, students with a com- 
mitment to work in rural areas also tend to choose and stay in the rural 
areas. Therefore, some medical or nursing schools recruit students 
from rural areas and provide tuition exemptions or reductions for 
those students on the condition that they commit to work in the rural 
areas after graduation. This approach is widely used in many countries, 
including Australia, Indonesia, and the United States. Many provinces 
in China have also adopted this policy for years. 

Many countries, rich and poor, face the challenge of recruiting and 
retaining health professionals to work in rural and lagging areas (box 8.2). 
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Box 8.2 

Practice on Retention of Rural Health Workers 

Direct financial incentives, such as rural bonuses and hardship allowances, offer 
monetary compensation for rural employment. Nearly every country with rural 
shortages has used them, including Australia, Canada, Indonesia, South Africa, 
Thailand, the United States, Vietnam, Zambia, and Zimbabwe, among others. 
With the bonuses, rural doctors' and nurses' salaries can be 1 .5 to 2 times higher 
than those of their urban counterparts. For example, South Africa implemented 
the Rural Allowance and the Scarce Skills Allowance, which increased rural health 
workers' salaries by 8-22 percent. A rigorous evaluation of the policy suggested 
that it had a positive impact on retention — 28-35 percent of health workers who 
received these allowances believed it affected their career plans for the next year. 
Another key finding of the study was that the health workers still ranked career 
opportunities, job satisfaction, and the opportunity for postgraduate education 
along with financial benefits as the top priorities when choosing where to work. 
This suggests a potentially more effective strategy, which is to combine financial 
incentives with policies addressing these nonfinancial priorities. 

Several countries have developed rural incentive packages that combine 
career, work, family, and lifestyle incentives. In remote areas of Zambia, clinics pro- 
vided staff transport, group performance incentive schemes, salary bonuses, and 
renovations of clinics and housing (including installation of solar electricity). A 
study revealed that 67 percent of existing health workers had been retained, but 
many problems still needed to be addressed, including road improvements and 
access to amenities. 



Different countries have adopted different approaches to address the 
issue. As the empirical data show, there are many factors affecting their 
choice of whether to work in the lagging areas. The factors range from 
income, health insurance, job satisfaction, career development, or work- 
ing environment to job opportunities for the spouse and education for 
the children. To solve this complex problem would require developing a 
comprehensive recruitment and retention strategy. While an individual 
policy (such as financial incentives or compulsory services) can be help- 
ful, international experience suggests a more comprehensive and coordi- 
nated strategy, with multipronged measures (Lindelow). 
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Summary and Recommendations 

The findings and recommendations regarding health service gaps in lag- 
ging geographic areas can be summarized as follows: 

• In the context of lagging areas, although the NRCMS has improved the 
service utilization of low-level health facilities, they still can barely sur- 
vive by generating revenues through user charges. This situation calls 
for the government to assume responsibility for ensuring adequate 
service supply in the lagging areas. The government's support can 
be provided through different approaches, including direct supply- 
side subsidy and demand-side financing. The latest government policy 
initiatives of Guangdong are good first steps. 

•In the long run, with the expansion of health protection schemes and 
purchasing of services by government, service utilization in the lag- 
ging areas will increase. The costs of services delivered by service 
providers will be fully covered by payments of the users. 

• In the short run, however, the government may need to consider pro- 
viding financial support on capital investment to the lower-level 
health facilities, such as township health centers. A fund for capital 
investment could be established for this purpose. The national State 
Bond Program would be a good example. 

• In any case, the first thing the government should consider is to con- 
duct a problem assessment. The health bureau may need to do a stock- 
taking investigation to learn what and where the gaps are in terms of 
qualified staff, necessary equipment, and the required skill mixture. It 
will also be important to develop monitoring indicators to track the 
availability of critical services and to develop maps showing the distri- 
bution of the service gaps. The data on what factors affect the choice 
of health professionals on whether to work in rural areas would also 
need to be collected so that the set of policies on recruitment and 
retention can be developed based on those factors. 

• A wide range of strategies has been implemented in many countries to 
address human resource shortages in lagging areas. International expe- 
rience suggests that applying individual measures has limited effective- 
ness. The recommended approach to attracting and retaining health 
professionals in rural areas is through a coordinated set of measures, 
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which could be any combination of measures including financial 
incentives, nonfinancial incentives, compulsory service, and recruit- 
ment from rural areas. 

• There is, nevertheless, also a need to enhance the organization and 
management of health services, such as performance-based evalua- 
tion, quality assurance of health services, and integrated management 
of THCs and village clinics. 

Issues Needing Further Attention and Suggestions 
for Further Study 

When this chapter was developed, some of the important data, such as 
data on provincial health accounts, intergovernmental transfers, the MA 
program, and the financing of public health, were either unavailable or 
inaccessible. The lack of data inevitably limited the scope and depth of 
the chapter. Nevertheless, obtaining knowledge of the areas with inade- 
quate data is important for the government in formulating its policy 
framework, and thus these areas deserve continued attention once the 
data become available. The following studies are therefore suggested for 
the province to consider conducting in the future: 

• A study on health expenditure and government fiscal transfer on health, 
based on ongoing efforts to establish a total provincial health account 
for Guangdong. The analysis in the present study of government 
health expenditure and intergovernmental fiscal transfer was based on 
the limited data provided. Given the poor fiscal capacity of the gov- 
ernment in the lagging areas, one would have to rely on intergovern- 
mental fiscal transfer to address regional disparities and inequity. This 
warrants a close look at government health spending at different lev- 
els and at intergovernmental fiscal transfer. 

• A study on health service utilization patterns. This study found signifi- 
cant disparities in service utilization across cities, but due to the lack 
of data, it could not go any further in examining people's service-seeking 
behaviors or the type of providers they used in different regions of the 
province. Data from the fourth National Health Services Household 
Survey, conducted in June 2008, are to be available in 2009. This is the 
perfect time to do a study on health service utilization patterns in dif- 
ferent regions of the province. 
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• An in-depth study on the management of the health insurance programs, 
including UEBMI, NRCMS, and the MA program. A great deal of 
funding under the insurance schemes is currently available but dor- 
mant. In addition, the benefit package, the design of the scheme (such 
as the family savings account of UEBMI), and the portability issue for 
the migrant workers all deserve careful review and evaluation. 

• An in-depth study on rural health staffing in the lagging areas, which 
may involve work to (1) identify gaps in health staffing in terms of 
quality, quantity, skill mixture, and so forth; (2) summarize and eval- 
uate experiences and practices, successful or unsuccessful, in recruit- 
ment and retention of health workers in rural areas; and (3) survey 
health workers and medical graduates on their needs, on the reasons 
they are unwilling to work in rural settings or lagging areas, and on 
what incentives or policies may attract them to work in rural areas or 
stay there. This would provide a basis for the government to formu- 
late a comprehensive and coordinated approach to recruiting and 
retaining qualified health professionals for rural areas. 

• A study on the public health system in Guangdong. Due to time con- 
straints, the authors of this study were not able to collect sufficient 
data to support an in-depth analysis of issues in the public health 
domain. This area is, nevertheless, very important. The provincial 
health account, which is currently under development, should be a 
good resource for data on public health financing. It is, however, not 
very clear whether the provincial health account will provide aggre- 
gated and disaggregated data on public health. 

• A study on disparities within regions or municipalities. This chapter 
focused almost exclusively on disparities and inequities among munic- 
ipalities across three main regions of Quangdong — the PRD, the two 
wings, and the northern mountainous area. Disparities within regions 
or municipalities could be another important dimension to examine 
and a focus for a future study. 

Notes 

1 . The data on infant mortality and under-five mortality were provided to the 
author by the Guangdong government. The data were collected through its 
regular statistics reporting system. 
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2. Zhuhai is the only city in the Pearl River Delta area that had a lower hospital 
delivery rate than the provincial average. Though relatively developed and a 
frontrunner in health services, Zhuhai has adopted a different monitoring and 
registration system that has resulted in lower hospital delivery rates. 

3 . In addition to more use of health services, some other factors, including price of 
services, types of providers, and utilization patterns, could also contribute to the 
difference in out-of-pocket health expenditure. For example, an urban health 
facility where urban residents tend to go for health services charges a higher 
price for treating the same health condition than a rural facility charges. 
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Guangdong has been China's leading growth powerhouse and is an example of China's 
successes in economic reform. Over the past three decades, Guangdong has maintained 
an annual average gross domestic product (GDP) growth rate of 13.7 percent. In 2007, the 
province's GDP constituted approximately one-eighth of the national total. If the province 
were an economy, it would be the fourteenth largest in the world in terms of purchasing 
power parity. 

Despite its extraordinary successes, Guangdong faces major challenges in tackling poverty 
and inequality. Reducing Inequality for Shared Growth in China: Strategy and Policy Options 
for Guangdong Province assesses the degree and nature ' 
examines the inequality in different dimensions. 

To assist in developing a strategy for the new phase 
and sustainable growth, this book recommends a th 

• Eliminate absolute poverty by further developing 

• Enhance income opportunities of rural poor people by increasing labor market mobility, 
deepening rural finance reform, and improving the protection of land rights. 

• Invest in people by ensuring more equitable access to quality social services. 




Central to this strategy is an appropriate role of government vis-a-vis the private market. 
Further reform of the intergovernmental fiscal system to ensure adequate equalization of 
public service delivery is essential. 



This book will be of interest to central and subnational policy ma 
agencies, researchers, development partners, and others workina 
development in China and other countries. 
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